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MODERN AUDITING PRACTICE
A short advanced course offered

to those who are qualified
In the preparation of our new twenty
lesson course in Public Auditing, our Edu
cational Staff has kept one thought con
stantly in mind. That is that there is great
need for this particular training among
accountants of proved ability who have
previously learned the fundamentals of
accounting principles and procedure.
As a result, we are prepared to offer this
twenty-lesson course in Public Auditing as
a separate unit to applicants who are
already competent accountants. No at
tempt is made to teach general accounting
in this course.
To those accountants whose auditing
experience has been confined to the internal
work of a business organization, this course
offers a thorough grasp of auditing tech
nique and procedure from the external
viewpoint.
To those accountants whose public
practice has been somewhat limited, this
course offers an excellent opportunity to
obtain exhaustive information regarding
Public Auditing, which might not be
equaled through years of actual experience.
To those accountants who have been
thoroughly seasoned in public practice,
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to “brush up” by checking their ideas of
theory and practice against this latest
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ing as practiced by public accountants (as
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organization of public accounting firms.
Then he is brought directly into the work
in the order in which he would meet it in
public practice, first Junior work, next
Senior work, then the work of the Principal.
He is told what to expect when he gets
on his first auditing job and how to do the
things he will have to do. He thus becomes
acquainted with the obstacles before he
meets them and, as a result, is able to
handle the problems which usually confuse
the novice. The successful public account
ant must progress through these three
stages in his Public Auditing work and it is
the purpose of this course to help the reader
work through each stage successfully and
as rapidly as possible.
As a final step in his training, the reader
is led through a complete audit, step by
step, and learns the things that are done
and how the problems that arise are solved.
The fee is $42.00.
One of the lessons of this course, containing
exhaustive suggestions that can be used in
preparing an audit program, will be fur
nished free, with full information regarding
the course, if you will write the International
Accountants Society, Inc.,3411 South Michi
gan Avenue, Chicago, Illinois.
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EDITORIAL
It is becoming daily more obvious that
the accountant must be more than a
man of figures if he is to join the march
of progress as he is expected to do. No longer can he merely
acquire the principles of debit and credit, understand or profess to
understand the philosophy which underlies the old theories of
double-entry, achieve a certain proficiency in the science of analy
sis, and then present himself to the world as a master of his craft.
There is more to it nowadays than that. And yet the truth of the
matter is that a great many who call themselves accountants are
not even in the narrowest sense accountants, because they have
failed to grasp the opportunity which has dangled before them.
They know, these conservatives, that the conditions under which
business is conducted change constantly, and they must see that
with the development of modern practices there will come also a
great change in the scope and influence of ordinary business.
Yet far too many accountants are so blind to the significance of
things that they walk in the past and think that they are going
forward. Tradition plays the leading part in their drama. What
was good enough for the fathers is good enough for the sons—and
some of the sons are more easily satisfied than ever their fathers
were. It is so pleasing to follow that dulcet way of good-enough,
and it demands so much of one to march with the leaders, that
almost unknowingly many men select the old and let others, who
will, push ahead to the new. Tradition is an effigy, sometimes
beautiful, always worth remembering. Strangely enough, ac
countancy which is the newest of all the larger professions, has
among its practitioners many men whose sole authority is an
401
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tiquity. There are some very sacred idols in the temple of ac
countancy under which someone someday is going to draw a huge
point of interrogation. Some brash, young iconoclast is going to
ask, Why? And then, when no one has been able to give him an
answer, he will go further and ask, Why not something else? For
example, there are bold spirits even now, who in an expansive
mood of postprandial relaxation will say—but not to be quoted,
mark you—that so familiar an image as the balance-sheet may
not be the holy thing it has been thought to be. In moments of
utter frankness it has been suggested by some fairly erudite mem
bers of the congregation that the time may be at hand when it
will be wise to tear down this old idol and let its place be taken
by another form which will be more intelligible to the common
people. And—let this be whispered at low breath—there have
been daring young blades who have gone to the ridiculous ex
treme of thinking and saying that even in the very holy of holies,
double-entry, there may be a good deal of hocus-pocus which will
be carried out some day when a lot of other antique objects of
adoration are transferred to a museum.
Now this, of course, is nothing less than
sacrilege. What could be more ideally
adorable than the limpid clarity of the
traditional balance-sheet or the sacrosanct infallibility of the
principles which an early Italian monk enunciated about the time
when Christopher Columbus, seeking India, stumbled upon
America? We abjure all thought of agreeing with the heretical
utterances which have been quoted. Life is sweet to most of us,
and the effective offices of the holy inquisition are not sought.
We mention these things only to show how moderns will try to
overthrow the traditions of the elders. There is, however, room
for a good deal of improvement in the development of the profes
sion to which it may be safe to point without bringing down fire
and brimstone upon devoted heads. Let us consider, for example,
the relationship between accountancy and the science of econom
ics. There is much to be said about that and yet it is seldom
discussed. Perhaps the indolence of the ordinary man is the
reason for the silence which prevails. It is rarely that any new
subject finds place on the programme of a meeting of accountants.
Let one take up the list of topics for any meeting and he will find
at least one paper on the relationship of the banker and the
402
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accountant—usually consisting of a didactic pronunciamento by a
vice-president of a bank—an address on the income-tax, a dis
cussion of an item or perhaps a group of items in the accounts,
and that is all. Makers of programmes do not go far afield. The
principles of economics are not often considered, and that prob
ably is due to a general indisposition to bring forward a topic to
which most of the audience will be cold. But it is certainly true
that the accountant of today must give attention to economics
if he is to render to the public that comprehensive, intelligent
advice and assistance which the public has a right to expect.
There are other subjects as well to which the accountant must
address himself if he is to be something more than a rather costly
calculating machine; but for the moment it is sufficient to mention
economics. In one state, Maryland, the law governing the certi
fication of accountants provides that there shall be an examination
in political economy, but no other state goes even so far as that,
and the American Institute of Accountants is likewise remiss.
The truth is that there has been too strong a desire to make haste
slowly and, as often happens when that adage is applied, the result
has been to make haste not at all. There is much to be said in
favor of avoiding a too diffuse curriculum in school and after
school, but there is more to be said in favor of including all
requisite knowledge in the mental equipment of the practitioner.
And we doubt if any accountant will deliberately deny that in
most of his problems an acquaintance with the basic principles of
economics would be of value. The accountant who thinks only
in terms of statistics and ignores the wide effects of the applica
tion of accounting theories is not only unwise, but he is verily in
danger of being a calculating machine, without the mechanical
accuracy of that indispensable aid to business.

It must not be forgotten that the science
of economics, like accountancy, is not
exact. It is largely a matter of opinion,
and the most eminent economists often differ radically. It is not
enough, therefore, to have read and learned something of econom
ics at college. What was commonly accepted as sound then may
be quite obsolete now. It seems that the accountant needs a
continuing apprehension of the developments in economical
thought and with that an eclectic individuality which will enable
him to form his own conclusions about questions which arise. It

Economics and
Accountancy
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will often happen that the accountant, with his more practical
mind, will discard entirely the fine-spun theories with which many
pure economists charm themselves. No one except the economist
is quite sure that the economist is always right; but the account
ant who is an economist as well is in happy state, for he has a
knowledge of two closely related sciences, and, knowing their
relative weights and strength, he can employ both in maintaining
perfect balance. There are some accountants who have recog
nized the necessity for a broader knowledge but they are not
many. They are forerunners at present but the rest of the pro
fession will catch up to them sooner or later. In the meantime,
it might be a good plan for the Institute to consider the possible
advantages of including an examination in economics among the
subjects required of applicants for admission. It would not be a
simple matter to effect a change of that sort in the examinations
conducted by state boards, whose operations are controlled by
specific legislation. But if the Institute were to set an examina
tion in economics for its own applicants the force of example
might lead gradually to general adoption of the additional subject.
Of course, someone will ask, “ If economics, why not half a dozen
other subjects as well?” The answer might be, “Why not,
indeed ? ’’ But it does not require any great stretch of imagination
to regard economics as a vital part of the theory of accounts.
And if there is to be an extension of the training of the account
ant, it seems quite reasonable that the first new subject to be
introduced should be that which is obviously germane.
Accountants are often amused and oc
casionally somewhat annoyed by the
willingness of a large section of the daily
press, especially in a few of the great cities, to allow the account
ant to hide his light under a bushel. It is generally admitted that
the accountant is not much given to the modern practice of tooting
his own horn. An upstart here or there may announce to a deaf
public that he is really about the best and ablest of his tribe, but
when the sound of the trumpeting has died away nothing remains
save an aching ear. Nobody believes that any professional man
who extols himself or his accomplishments deserves attention.
But that is on the subjective side of publicity. Most of us, in
whatever walk of life we wander, are at least lenient in our judg
ment of those who do the extolling for us. There may be a man

The Amiable Reti
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or woman who abhors commendation or even flattery, as vehe
mently as many of us profess to abhor it, but if there be such a one
he or she is not within the ken of many. When the press accords
conspicuous mention to the good deeds of a man it is not cus
tomary to protest very violently. And, on the other hand, when
good deeds of public importance are done but not recorded there is
sometimes a little vexation. The subject of newspaper reports
is discussed quite often where accountants congregate, and pre
vailing opinion seems to be that whatever the practitioner may
do for the benefit of the world he must rest content in the sense of
accomplishment. He may enjoy the true solace which came to
the Village Blacksmith.
A few weeks ago a rather remarkable
How News is Sometimes
instance
of the silence of the press was
Edited
brought to our notice. A large corpora
tion, whose system of accounting had been radically changed,
issued an announcement explaining the reasons for the adoption
of new principles in computing profits and attributing the intro
duction of the reformed method to a well known firm of ac
countants. The innovation led to a reduction of approximately
fifty per cent. of the published net earnings of the preceding year.
That change constituted news and the daily papers in New York
printed many columns of matter taken from the company’s ex
planation of the case. Some of the leading papers, with quite
unusual frankness, quoted the company’s remarks on the part
played by the accountants in devising and giving effect to the new
policy, and the firm’s name was not withheld; but other papers,
some of them widely read, went to extraordinary pains to see that
the name of the accounting firm which had done this significant
bit of professional work should not be discovered by even the
most searching analysis. Upon reading the announcements and
comments upon the base in such papers one would have been
convinced that the change had arrived by the exercise of some sort
of parthenogenesis. It had no father and needed none. It must
have taken a good deal of time and almost infinite patience to
prepare the news for publication in a form fit for the readers of
those papers. There was nothing careless or slipshod about the
way in which the proprieties were observed. At whatever cost it
was clear that the public was to be protected from the peril of
reading the name of a firm of accountants. If the name was an
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integral part of the news it was the duty of the press to suppress
such a dangerous element—and that duty was nobly done.

The incident would not be worthy of
consideration if it were unique. Per
haps it is not of much importance, any
way. Everyone knows that there are papers whose editorial
function is almost entirely controlled by the advertising depart
ments. A lamentably large section of the press has fallen on evil
days, and the selection of news for publication is not governed by
the public interest so much as by the fear of losing advertising
revenue. The great majority of the newspapers will always con
tinue to serve a splendid purpose, but a much circulated minority
serves solely a selfish end. Even the most reputable papers, how
ever, seem to have an incomprehensible aversion to paying
when the accountant is the creditor. To support that assertion
it is instructive to recall the remarks of a representative of one of
the long established newspapers of New York who openly stated
in the office of The Journal of Accountancy that it would be
idle to look for recognition of accountancy by the press while
accountants did not advertise. Of course, a statement of that
sort was entirely unauthorized. It was merely a silly attempt
at what a brutal exponent would describe as blackmail. But the
extreme care of the daily papers as a whole to avoid anything
which might look like publicity for the accountant or accountancy
sometimes arouses a faint suspicion that perhaps the press is not
passionately devoted to dissemination of the merits of this pro
fession. In many parts of the country the press is perfectly
ready to publish news even when the names of accountants are
prominently concerned. A few of the metropolitan journals are
departing further and further from the absurd reticence of the
past, and probably there is no cause for consternation when one
encounters another instance of emasculated news. The public is
beginning to understand many things which were mysteries to
our forebears and the strange causes which underlie effects are
dug up daily. In time to come soon, it will be a cause of innocent
merriment, as the Mikado used to say, to look back to the period
when news had to be stript of all unremunerative personalities
before it was permitted to run through the printing presses. Until
then accountants and members of other occult professions will have
to go on in unpublished paths doing what is to be done and awaiting
Part of a Common
Policy
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with unruffled serenity the turning of the spotlight. When one
sees bold headlines proclaiming that the Flim Flam Corpora
tion has engaged the legal assistance of the eminent counsel,
Giuseppe Isidor O’Reilly and in the same paper a cautiously
denatured statement, in the smallest possible type, that the
accounts of one of the world’s largest companies are reported by
auditors, name omitted, to indicate substantial increase in earn
ings, let the reader take heart of grace. There are many things
about notoriety worse than lack of it. Lawyers must not adver
tise as merchants should. Accountants as a class will never sink
below the plane of high professional sentiment. The self-adver
tising lawyer has been officially taboo for years, and the press
knows that. Accountants have written for themselves an even
loftier code of ethics, and the press will know that also, after a
while. In the meantime, to be deprived of the glare of publicity
is to have without the asking one of those blessings for which phil
osophy teaches us to strive. To travel without benefit of brass
and wood-wind is not unpleasant after all. One can go faster
and further without accompaniment.
In the latter part of last year The Jour
nal of Accountancy, in the course of edi
torial comment upon a question not
concerned with values of merchandise, referred for purpose of
argument to the old doctrine that assets should be considered to
be worth the cost price or the market price, whichever happened
to be the lower. We did not expect to arouse any great excite
ment by the utterance of a time-honored dogma, but one highly
esteemed correspondent protests. His letter has been among the
matters awaiting attention for some time, but the cares of this
world and the deceitfulness of riches—particularly last October
and November—brought forward so many subjects for comment
that this one was overlooked. It is an interesting topic if there
is any difference of opinion about it. When anything that has
been accepted as verity by the forefathers is challenged by the new
generation it is profitable to give ear to the new as well as the old.
Now, this method of determining the value of inventories at cost
or market, as it is called, has always seemed to be something like
the theory of college examinations—not an infallible guide but the
best available. The notes which induced our correspondent to
smite us were brief and apparently harmless. This is the whole
Cost or Market
Values
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offending: “It is a fundamental theory of modern accountancy
that assets should be valued at cost or market, whichever be
lower. This is not an ideal formula and once in a while it errs on
the side of conservatism, but, taken as a whole, it is a fairly safe
and sane measure of the value of assets. At any rate, no one has
suggested a better way and until some far-seeing accountant can
improve upon the existing philosophy it will continue to find favor
in the courts of the profession.”

It is always pleasing to an editorial
writer when he stimulates criticism, but
in this case it seemed that the motion
would be carried without dissenting voice. However a member
of the house, sitting in one of the front rows, has arisen. He is
saying:

An Old Theory
Attacked

“Your statement with regard to the merit of ‘cost or market
whichever is lower ’ theory of inventory value strikes me as being
somewhat too positive to fit the facts. A number of ‘ better ways ’
of valuing inventories have been suggested by several ‘far-seeing
accountants.’ For example, in determining earnings, inventories
should be valued uniformly at cost, or at market, or on some other
consistent basis suitable for the requirements of the industry and
productive of results which are intelligible and useful in the de
velopment of sound business policies. In presenting a balancesheet, inventories should be valued in accordance with the pur
pose which the balance-sheet is to serve, with the inclusion of
explanatory comment as to values on such other bases as may be
important enough to justify consideration in the circumstances.
In both cases, reserves may properly be provided for anticipated
losses due to price declines, though the amount to be set aside will
not necessarily be governed by the difference between cost and
current market value. The ‘fundamental theory’ so highly
honored in the ‘ courts of the profession ’ is a fetish of the auditor
rather than the accountant. Adequate accounting for managerial
purposes demands a far broader outlook on this problem than
that adopted by many auditors, who would sacrifice clarity to
conservatism and common sense to tradition. Conservatism is
well, but it can be secured without obscuring and distorting im
portant features of operations and financial position through an
illogical, inconsistent, inflexible formula. Is it significant that
most public practitioners are devoted to the orthodox rule?
If common acceptance is a proof of merit, it would seem to follow
that our present laws, public officials, clothing styles, calendar and
weather are better than any others ever suggested. Such
popularity must be deserved! ”
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It is news to us that better ways of valuing inventories have been suggested by
far-seeing accountants, or by anyone
else, for that matter. Certainly the example which our corre
spondent cites does not seem to be eminently lucid or desirable.
He seems to say that inventories should be valued uniformly at
cost or at market, or in some other way, according to the needs of
the business. If that be accountancy we have misunderstood
the function of the profession. It is not the custom of accountants
to regard the needs of the business as a justification for valuing
assets in any special way. Assets and everything else must be
valued at a figure nearest to the true value, without respect to the
needs of the business concerned. Again, our correspondent says
that in a balance-sheet the inventories should be valued in
accordance with the purpose which the balance-sheet is to serve,
without inclusion of explanatory comment, etc. Here again there
is the same objection to be raised, namely, that a balance-sheet is
to tell the truth, irrespective of the purpose to be served in its
publication. It may be that the bases which our correspondent
suggests support nothing except the truth, but we doubt it.
No valuation of assets at cost, for example, is a conservative valu
ation in a falling market, and we all know that markets do fall.
Our correspondent suggests that reserves may be provided for
anticipated losses. If this means possible losses his statement is
correct. If the losses have been anticipated, however, it is diffi
cult to see how the figures can escape the reflection of that antici
pation.

Valuations Cut
to Fit

No one has ever thought or said that a
valuation of inventory at cost or market
is absolutely accurate, but it has been
said, and we believe it to be true, that a rule of this kind, arbitrary
as it seems to be, leads nearer the truth than any other plan which
has been devised. As a matter of fact the letter which has been
quoted above does not suggest any method of valuation at all.
It merely asserts that there are better ways. All right, what are
they? To say that the theory of cost or market is merely a fetish
of the auditor rather than the accountant is confusing. What
distinction is our correspondent drawing between the accountant
and the auditor in this case? And it is all very fine to talk about
an illogical, inconsistent, inflexible formula, but what is gained
Not Perfect but
Useful Still
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by such damnation when the way of salvation is not demon
strated? We will admit gladly that the formula is not perfect,
but we ask for light, not for thunder. For managerial purposes,
which seem to concern the present correspondent, it may be well
enough, and it is generally approved, to carry in the firm’s own
books the cost value and the market value and perhaps other
values as well. But in published reports, which are to inform the
public, unless all bases of valuation are given it is unwise to accept
any one value as quite accurate. The adoption of the costor-market formula is, we think, best calculated to present a fair
picture of the facts which can scarcely ever exaggerate the worth
of assets. The last sentences of the letter are entertaining. If we
read aright, the contention of the correspondent is that those
things which are accepted as correct must necessarily be wrong.
He seems to argue that because the cost-or-market theory is
generally accepted, it must be without merit. And as proof of
his contention he points to our present laws, our public officers, our
styles of clothing, the calendar and the weather. Something
might be done—alas, is being done—about the clothing styles;
public officers might be improved; some of our laws are not uni
versally accepted; here and there an effort is being made to
shatter the calendar; but what can be done about the weather?
We may not like it, but whatever the weather is, it is.
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Examinations
[Following is the text of the examinations in auditing, law and accounting pre
sented by the board of examiners of the American Institute of Accountants
May 15 and 16, 1930.]

Examination in Auditing
May 15, 1930, 9 a.

m.

to 12:30 p.

m.

Answer all the following questions:
No. 1 (10 points):
State the principal objects for which auditors’ working papers
are made and preserved.

No. 2 (10 points):
Having received letters from several local customers question
ing statements of account rendered them, your client engages
you to make a detailed audit of the branch store from which the
statements were sent. You direct a senior to make the audit after
informing him of the circumstances. He finds in the course of a
week many discrepancies for which the local cashier, who also
keeps the books, offers vague and unsatisfactory explanations.
At the close of a day the senior “as usual” (he says) puts all his
working papers in his brief-case, which he locks and places in the
store safe. The next morning he finds the office in confusion,
the safe looted, and his brief-case gone—likewise the cashier.
Several pages have been torn out of the cashbook, and the
customers’ ledger has disappeared. All this is reported to you
and you take personal charge.
(a) Will you complete or retire from the audit?
(b) What fees, if any, will you charge your client?
No. 3 (10 points):
What special facts should be ascertained and how may they be
verified in a detailed audit of accounts of any one of the following:
(a) Automobile dealers
(b) Stockbrokers
(c) Farmers
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No. 4 (10 points):
The church of X engages you to audit the books and certify
the annual report of its treasurer. You find that the revenues
consist of open plate collections, pew rents, envelope pledges,
donations and interest from an endowment fund. The expenses
are those ordinarily to be found in such cases. A good system of
depositing all receipts in bank and making all disbursements by
cheque is in force.
Assuming that you find the books correct as far as you can
verify them, write a brief report of what you have done,
closing with your certificate.
No. 5 (10 points):
In auditing the books of the A. B. Company you find an item
of $1,000 debited to notes-payable account, but no canceled note
is produced in support thereof, nor can you find a similar amount
previously credited to this account. For good and sufficient
reasons you do not desire to question the officers of the company
until you have more information regarding the transaction.

(a) How would you proceed to obtain that information?
(b) What may you expect to learn?
No. 6 (10 points):
Entering upon an audit of the A. B. Company you are handed
the general books of account and a trial balance thereof. You
learn that the company owns all or a controlling amount of the
stock of several subsidiaries, carried on the books at cost. The
trial balance shows open accounts with each of the subsidiaries.
State what influence this knowledge would have upon you,
and why, in respect to

(a) Proving the accuracy of the trial balance
(b) The steps you would take
No. 7 (10 points):
State three methods, with your arguments for and against each
one, of showing as an investment the premiums paid by a corpora
tion on a policy in its favor on the life of its president. .
No. 8 (10 points):
In auditing the books of Roe & Co. you find among the notes
receivable one endorsed by John Doe, which is six months over
due, the maker having refused to pay it. You learn that Roe &
Co. have neglected to notify John Doe of the default.
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At the same time you happen to be auditing the books of John
Doe, have already learned of this endorsement and propose to
show it in a footnote on his balance-sheet as a contingent liability,
with his knowledge and consent, though he “thinks” it has been
paid.
Bearing in mind that, under the laws of the state in which this
transaction occurs, John Doe is now discharged as endorser, how
will you handle this matter in order to show it correctly on the
respective balance-sheets?
No. 9 (10 points):
State in detail the proper methods of verifying the securities
owned by a “fixed investment” company.
No. 10 (10 points):
A purchased bonds in 1910 for $100,000. Their fair market
value March 1, 1913, was $112,000. He sold them in 1929 for
$90,000. His only other income for 1929 was a salary of $45,000
and interest $5,000, with no deductions claimed. Disregarding
any exemptions or credits to which he might be entitled, show the
calculations you would make to ascertain the income-tax A will
have to pay. (Surtax on $50,000 is $2,980; on $28,000, $720.)

Examination in Accounting Theory and Practice
PART I
May 15, 1930, 1 P.

m. to

6 p. m.

The candidate must answer the first four questions and one other
question.
No. 1 (38 points):
You are engaged by the X Company, Inc., manufacturers of
cotton cloth, to prepare (a) statement showing cost per pound of
cloth sold, (b) profit-and-loss statement for the year 1929 and (c)
balance-sheet as at December 31, 1929.
A trial balance, taken from the books and covering the period
from June 19 to December 31, 1929, was as follows:
Property—real estate and plant (cost).......................
Investments.....................................................................
Cash..................................................................................
Accounts receivable........................................................
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$ 676,170
378,114
86,425
17,444

Cr.
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Inventories, January 1, 1929:
Raw material—cotton...........................................
In process....................................................................
Finished goods............................................................
Fuel...............................................................................
Mill supplies................................................................
Property maintenance...............................................
Purchases—raw material...............................................
“
—fuel..............................................................
Expenses...........................................................................
Insurance.........................................................................
Mill supplies....................................................................
Repairs.............................................................................
Property maintenance...................................................
Taxes................................................................................
Water rent............................................................ ..........
Labor................................................................................
Brokerage.........................................................................
Executive salaries...........................................................
Prepaid insurance...........................................................
Bad debts.........................................................................
Yarn account...................................................................
Accounts payable...........................................................
Sales—finished merchandise.........................................
“ —waste....................................................................
Reserves:
For depreciation.........................................................
“ plant improvement.............................................
Income from investments.............................................
“
“ rentals.......................................................
Wages and salaries accrued..........................................
Capital stock:
Preferred ......................................................................
Common.......................................................................
Surplus and profit and loss...........................................

$

69,080
62,437
86,940
2,097
4,910
815
77,594
4,600
2,116
1,546
7,389
3,488
2,242
4,023
4,310
116,043
2,770
6,400
2,154
450

$

6,250
4,362
328,757
13,250

384,126
100,000
8,844
2,233
9,128

400,000
200,000
162,607
$1,619,557

$1,619,557

The items following, representing transactions from January 1
to June 18, 1929 (inclusive), were transferred to the profit-andloss account as at the latter date:
Sales—finished merchandise.........................................
Purchases—raw material...............................................
Fuel..................................................................................
Expenses...........................................................................
Insurance.........................................................................
Mill supplies....................................................................
Repairs.............................................................................
Property maintenance...................................................
Taxes (local)....................................................................
Water rent.......................................................................
Yarn account...................................................................
Labor................................................................................
Brokerage.........................................................................
Executive salaries...........................................................
Income from investments.............................................
“
“ rentals.......................................................

$ 241,882

$

71,128
4,760
2,279
2,100
7,845
3,764
1,285
3,600
4,250
6,250
100,468
3,001
4,400

6,494
1,946
$ 215,130
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The inventories, by pounds, were as follows:

Raw material...................................................
Goods in process (estimated 50% completed)
Finished product............................................
Purchases of raw material during the year
Waste sales during the year.........................

Jan. 1
1929
306,663
101,752
86,229

Dec. 31
1929
150,155
104,287
23,343

557,706 lbs.
214,214 “

In the preparation of the cost statement, all manufacturing ex
penses, with the exception of labor, may be grouped under one
caption.
Because of an internal check by processes and accurate waste
records, it has been customary to value the inventories on the
basis of the cost statement.

Depreciation on fixed assets was determined to be $26,541.
No. 2 (12 points):
Electrical sound-producing equipment is leased to a theatre
company under a ten-year agreement which provides for (a) the
return of the equipment, at the expiration thereof, in good condi
tion, allowing for reasonable wear and tear and for obsolescence;
(b) an initial payment of $6,000 plus weekly payments of $300 for
the first two years (104 weeks) and $75 per week during the
remaining eight years.

The initial payment represents part of the licence fee and entire
cost of installation of equipment.

Fifty per cent. of the amounts payable weekly during the twoyear period represents licence fee and the other fifty per cent.
insurance and interest under deferred-payment plan.
Subsequent payments represent service and inspection charges.

You may consider five years (260 weeks) as a conservative
basis of amortization, regardless of the longer life of the lease, in
view of the frequent improvements in motion-picture equipment.
Give specimen initial and weekly entries you would recommend
to be set up on the theatre company’s books.

No. 3 (15 points):
Selected Securities, Inc., a corporation organized for the pur
pose of investing in securities, was managed, during the calendar
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year 1929, by the Specialized Management Corporation under an
agreement which included the following provisions:
“Specialized Management Corporation agrees to manage
the financial operations of Selected Securities, Inc., and to
provide, in addition to financial counsel, all necessary office
facilities and personnel. Expenses, such as interest, taxes,
legal and accounting fees and custody of securities, will be
paid by Selected Securities, Inc.”
“Selected Securities, Inc. agrees to pay the Specialized
Management Corporation for its services as financial
advisor, etc., twelve per cent. of the net profits realized each
year and accrued at the close of each year upon securities
held. Such compensation shall not be included as an ex
pense in determining the amount of net profit upon which
the compensation is payable.”
From the following trial balance of Selected Securities, Inc., at
December 31, 1929, prepare the journal entries required to bring
taxes and management compensation accrued upon the books.
Prepare, also, a profit-and-loss statement for the year ended
December 31, 1929, and a balance-sheet as at the close thereof.
Determine the liquidating value of the company’s stock at
December 31, 1929.
Selected Securities, Inc.
Trial balance, December 31, 1929
Cash at bank....................................................... $ 30,349.02
100,000.00
Cash on loan at call...........................................
1,628,741.20
Securities (at cost) *..........................................
1,250.00
Dividends receivable..........................................
1,369,520.00
Cost of securities sold........................................
5,000.00
Legal fees.............................................................
2,600.00
Auditing fees.......................................................
8,362.00
Interest paid........................................................
4,000.00
Dividends paid....................................................
Securities sold.....................................................
Dividends received.............................................
Interest received.................................................
Rights sold...........................................................
Capital (40,000 shares, no par value).............

$1,507,400.00
28,450.00
9,685.32
4,286.90
1,600,000.00

$3,149,822.22

$3,149,822.22

No. 4 (20 points):
You are engaged by a firm of attorneys to advise and aid in a
general reorganization of their offices, with particular reference
to accounting procedure, cost, etc.
* The market value of the securities held at December 31, 1929, was $1,657,150. All rights
sold were in respect to securities which had been sold at December 31, 1929.

416

American Institute of Accountants Examinations
Upon investigation you find that it has been the practice to keep
a chronological record of hours spent upon each undertaking and,
upon completion of a matter, to bill the client from this record,
taking into consideration pre-established minimum rates per hour
for the various partners and attorneys, the nature of the work, etc.
The operations of the firm as a whole result in a profit, but no
attempt beyond rough estimates has ever been made to determine
the cost per hour to the firm of each member of the staff. Further
investigation leads you to believe that much individual work is
done at less than cost.
You discuss the situation with the firm members and you are
requested to prepare for their consideration a comparative table
showing the direct, overhead and total costs per hour to the firm
of each partner and attorney, in comparison with the minimum
billing rates in effect.
From the above information and the following data, construct
the required table, bearing in mind the fact that the partners wish
the accounting system, which you are about to install, to provide
for recording the direct cost of available time, sickness, holidays
and other non-chargeable time.

(a) The three partners are actively engaged in the practice of
law.
(b) The legal staff, including the partners, numbers nine, and
may be designated by numbers in your solution, numbers
1 to 3 being the partners.
(c) The normal working year per man is conceded to be 1,981
hours and 181 hours per annum are considered a reason
able allowance per man for all non-chargeable time.
(d) The partners draw $1,000 each per month which they
consider as salary. The annual salaries of the members
of the legal staff are:
Number 4—$5,400 Number 7—$3,600
“
5— 4,800
“
8— 3,600
“
6— 4,200
“
9— 2,400
(e) The minimum billing rates per hour are: Numbers 1, 2 and
3, $10; Number 4, $7.50; Number 5, $6.50; Number 6,
$4.50 and Numbers 7, 8 and 9, $3.
(f) The firm’s actual expenses for the year under review (ex
clusive of partners’ drawings) were as follows:
Salaries:
Legal staff.........................................................
Stenographers...................................................
Others................................................................

$24,000.00
15,641.00
8,155.00
$47,796.00
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Rent.......................................................................
Stationery and supplies......................................
Telephone and telegraph....................................
Depreciation.........................................................
Miscellaneous expenses.......................................

$18,301.00
3,730.51
3,101.15
2,514.63
3,066.98
$78,510.27

No. 5 (15 points):
The stock transactions following were made by A:
Jan. 5, 1926 Purchased 300 shares of X Corporation for $3,000.
Sept.l, 1927 Twenty per cent. stock dividend received.
Feb. 1, 1928 Purchased 100 additional shares of X Corporation
for $6,800.
Jan. 1, 1929 Twenty-five per cent. stock dividend received.
Jan. 2, 1930 Stockholders of record, on this date, were entitled
to purchase one (1) additional share of stock for
$50 for every five (5) shares held, option expiring
February 2, 1930.
300 rights sold for $3 each.
125 shares of X Corporation sold for $10,000.
Feb. 1, 1930 Exercised option on remaining rights. Market
value of stock was $90.
You are requested to ascertain (a) the profit on the sale of
rights, (b) profit on sale of stock and (c) cost of remaining stock
held, as required by the federal tax regulations.

Note:—Make your computations to the nearest cent, disre
garding extended decimal figures.

No. 6 (15 points):
An individual inherits a one-sixth royalty in coal lands, esti
mated to contain 188,160,000 tons of coal. The property is
leased on a royalty basis of 25 cents per ton, payable annually,
and it is expected that the coal will be extracted in equal amounts
annually over a period of 40 years.
Calculating interest at 6 per cent., what is the individual’s
interest in the property?
Six million tons of coal were mined during the first year.
What proportion of the royalty received should be treated as
income and what as return of capital?
Given (1.06)40 = 10.285718.
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Examination in Commercial Law
May 16, 1930, 9

a. m.

to 12:30 p.

m.

Give reasons for all answers
Group I
Answer all questions in this group

No. 1 (10 points):
$5,000

No. 657
The First National Bank
Newark, N. J., Jan. 15, 1929.
E. R. Cater has deposited in this bank Five Thousand Dollars
payable to the order of himself on the surrender of this certificate
properly endorsed, with interest at 4½%.
J. H. Benedict, Cashier.
Is the foregoing a negotiable instrument?
What is its use?

What is it called?

No. 2 (10 points):
Jones decides to purchase a tractor for use on his farm. The
George Tractor Company manufactures and markets a tractor
under the trade name of “ Challenge Tractors. ” Jones purchases
a “Challenge” tractor but after about two weeks’ use he finds
that it is not of sufficient power for his work because his farm is
largely soft muck land used for raising market vegetables. He
seeks to return the tractor and the George Tractor Company
seeks to recover an unpaid balance of the purchase price. Which
of them would succeed?

No. 3 (10 points):
Jones, Johnson and Perry form a partnership. Jones contrib
utes $5,000, Johnson $3,000 and Perry $1,000. The partner
ship agreement omits any provision indicating how the profits
are to be divided. If the business results in profit how will
such profit be shared by the partners?
No. 4 (10 points):
A man dies on August 15, 1929. His estate is still in process
of settlement on December 31, 1929. How is the income of the
decedent and of his estate for 1929 returned for federal incometax purposes? What personal exemptions would be allowed
against the 1929 income of the decedent, his estate and his widow?
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No. 5 (10 points):
You become secretary of a large corporation and, among other
duties, have charge of all transfers of the corporation’s stock.
To safeguard the corporation what formalities would you re
quire with reference to each certificate presented for transfer?
Group II
Answer any five of the questions in this group, but no more than five.

No. 6 (10 points):
What is the distinction between insolvency laws and bank
ruptcy laws?
No. 7 (10 points):
The M Company, a boatbuilder, selected certain mahogany
lumber in the Y Company’s yard and bought and paid for it.
The Y Company agreed to load the lumber on a railroad freight
car to be placed on the siding in its yard. Before the Y Com
pany had the opportunity to do so, the lumber was destroyed by
a fire which was not due to any fault of the Y Company. On
whom does the loss fall?

No. 8 (10 points):
Assume that in question No. 7 the Y Company had loaded the
lumber on the freight car and had consigned the car to the M
Company, but before the car was started on its journey fire had
destroyed the car and its contents. Would there be any responsi
bility different from that developing from the conditions given in
question 7 and, if so, why?
No. 9 (10 points):
Allen, by fraud, induces Bates to issue a negotiable promissory
note to him. Allen then sells the note to Cameron, who is a holder
in due course. Cameron, in turn, negotiates the note to Davis
who, while not a party to the fraud, has full knowledge of it.
Can Davis recover from Bates? State the rule involved and the
reason for it.
No. 10 (10 points):
The board of tax appeals, in a case known as “Matter of Mc
Neil,” decided that commissions paid to brokers by owners for
consummating leases of space in buildings are deductible in the
year when paid, instead of in annual instalments spread over the
terms of the leases as previously ruled by the commissioner of
internal revenue. The commissioner announced his non-acquies420
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cence in this decision. What is the significance of this action and
how would you advise a client to handle similar commissions in
his income-tax return for 1929?
No. 11 (10 points):
X, Y and Z entered into a partnership which, by the provisions
of the partnership agreement, was to continue for a term of three
years. Z, however, during the first year disagreed many times
with X and Y as to business policies, such disagreements result
ing in strained personal relations between the partners. At the
close of the first year X and Y decided to drop Z from the part
nership and so informed him. Could X and Y compel Z to
withdraw?
No. 12 (10 points):
A owns 100 shares of stock of the X Steel Corporation. At a
meeting of the board of directors held in January, 1929, a dividend
was declared, payable April 1, 1929, to stockholders of record
March 1, 1929. A died on March 15, 1929, leaving a will under
which everything that he owned at the time of his death was left
in trust, the income thereof only to be paid to his wife during her
life. When the dividend was paid to the executors on April 1,
1929, was it proper to treat it as part of the trust estate or as
income payable to the wife?
No. 13 (10 points):
The commissioner of internal revenue has ruled adversely to
your contentions on certain items of an income-tax return of
your client and has assessed an additional tax. To what tribunals
may the case be taken for review of the commissioner’s action?

Examination in Accounting Theory and Practice
PART II

May 16, 1930, 1 p. m. to 6 p. m.
The candidate must answer all the following questions:
No. 1 (25 points):
Following are the balance-sheets of companies M and N as at
December 31, 1929:
Company M
Assets
Current:
Cash................................................................................
Accounts receivable—customers...............................
“
“
—N company..............................
Inventories.....................................................................

$

50,000
800,000
100,000
480,000
$1,430,000
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Fixed—less reserve for depreciation..............................
Investment in N company..............................................
(Cost of 3,800 shares of preferred and 23,520 shares
of common stock, acquired July 1, 1929)
Prepaid expenses...............................................................
Goodwill.............................................................................

$3,500,000
800,000

20,000
1,000,000
$6,750,000

Liabilities
Current:
Notes payable........................................................... $ 400,000
Accounts “
200,000
Dividends “
105,000
Accruals................................................................................
45,000
------------- $ 750,000
Funded debt:
First-mortgage bonds...............................................
2,000,000
Capital stock:
Preferred—6 per cent, cumulative, 10,000 shares of
$100 each.......................
1,000,000
Common—30,000 shares, no par value.....................
2,500,000
------------- 3,500,000
Surplus................................................................................
500,000

$6,750,000

Company N
Assets
Current:
Cash............. ..................................................................
Accounts receivable—customers................................
Inventories.....................................................................

$

15,000
300,000
150,000
------------- $ 465,000
Fixed—less reserve for depreciation..............................
800,000
Prepaid expenses...............................................................
5,000
Goodwill.............................................................. ...............
250,000
$1,520,000

Liabilities
Current:
Notes payable............................................................. $ 100,000
Accounts “
150,000
Dividends “
29,000
Accruals................................................................................
21,000
------------- $ 300,000
Funded debt:
Serial gold notes............................................................
400,000
Capital stock:
Preferred—4,000 shares, no par value; cumulative
dividends of $5 per share, per annum
300,000
Common—24,000 shares, no par value.....................
400,000
------------700,000
Surplus................................................................................
120,000

$1,520,000
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Particulars of the surplus accounts of the respective companies
are shown as follows:
Company M
1929
Jan. 1
Mar. 31
June 30
Sept. 30
Oct. 15
Dec. 31

Balance.................................................................
Preferred dividend, March quarter.................
Net income for the half year............................
Dividends—preferred, June quarter...............
“
—common, half year........................
Preferred dividend, September quarter..........
Dividend received on N company preferred
stock for quarter ended September 30th...
Net income for the half year............................
Dividends—preferred, December quarter...
“
—common, half year........................
Balance down......................................................

$345,250
$ 15,000

120,000
15,000
90,000
15,000

4,750
270,000
15,000
90,000
500,000

$740,000 $740,000
1930
Jan. 1

Balance.................................................................

$500,000

Company N
1929
Jan. 1
Mar. 31
June 30

Balance.................................................................
Preferred dividend, March quarter.................
Net loss for the half year..............................
Preferred dividend, June quarter......................
Sept. 30
“
“
September quarter...........
Dec. 15 Increase on appraisal of fixed assets...............
31 Net income for the half year............................
Dividends—preferred, December quarter....
“
—common stock...............................
Balance down......................................................

$ 44,000
$ 5,000
50,000
5,000
5,000
90,000
80,000

5,000
24,000
120,000
$214,000 $214,000

1930
Jan. 1

Balance.................................................................

$120,000

From the foregoing, you are required to prepare a consolidated
balance-sheet, as at December 31, 1929.
No. 2 (10 points):

On January 1, 1915, the H J Corporation sold to a broker
$300,000 (face value) of its 5 per cent. bonds at 92½ net, receiving
cash therefor.
The bonds contained a clause permitting the H J Corporation
to call bonds on December 31st of each year, beginning December
31, 1918, but not more than $40,000 (face value) of bonds could
be called in any one year and provision was to be made for the
payment of all remaining unredeemed bonds on December 31,
1929.
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Bonds are called as follows:
December 31,
“
“
“
“
“
“
“
“
“
“
“
“

$25,000 (face value)
25,000 “
35,000 “
20,000 “
40,000 “
10,000 “
40,000 “

1918
1919
1921
1922
1925
1926,
1928,

Formulate an account for the discount on bonds, setting forth
therein the credits at December 31st of each year for charges
made to the income account of the corporation from 1915 to 1929.

No. 3 (30 points):
From the following trial balances of the Standard Products
Company, Inc., prepare balance-sheet as at December 31, 1929,
and income and profit-and-loss account for the year ended Decem
ber 31, 1929, after setting up reserve for 1929 federal income tax.
Also prepare a statement of cash receipts and disbursements for
the year ended December 31, 1929:
Cash.......................................................
Accounts receivable—trade...............
Inventories...........................................
Investments.........................................
Life-insurance policies—cash surren
der value.......................................
Land and buildings.............................
Vouchers payable (expenses).............
Accounts payable—trade...................
Purchase-money mortgage, payable
June 30, 1934...................................
Reserve for depreciation....................
Capital stock 7% preferred...............
Capital stock—common.....................
Surplus..................................................
Sales......................................................
Interest on investments.....................
Cost of merchandise (see note 5) ...
Returns and allowances—sales.........
Returns and allowances—purchases
Selling, general and administrative
expenses........................................
Interest paid........................................
Life insurance......................................

January 1, 1929
$ 52,349.12
155,036.45
95,024.20
100,000.00
5,605.20
285,000.00

$ 6,026.12
82,030.78

$

December 31,1929
22,383.37
262,274.43
110,096.70
100,000.00

7,675.70
635,000.00

75,000.00
100,000.00
200,000.00
229,958.07

1,134,964.90
15,470.92

$

15,940.50
201,783.97

100,000.00
87,500.00
100,000.00
200,000.00
422,958.07
1,542,768.40
5,000.00
8,742.50

387,547.92
3,000.00
6,279.50
$693,014.97 $693,014.97 $2,684,693.44 $2,684,693.44

The statements submitted should disclose all information avail
able.
Note that no dividends were paid on common stock.
From increase in land and buildings account, less write-up
reflected in surplus and $100,000 purchase-money mortgage
ascertain cash payment for new land and buildings.
Note that increase in inventories—$15,072.50—was credited
to cost-of-merchandise account.
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No. 4 (18 points):
Following is the trial balance, after closing, of X and Y, a
partnership:
Cash........................................................................
Accounts receivable..............................................
Inventory...............................................................
Automobiles...........................................................
Accounts payable.................................................
Loan from X.........................................................
Capital—X
“
Y

Dr.
$ 1,000
30,000
15,000
5,000

Cr.

$15,000
5,000
10,000
21,000
$51,000

$51,000

X and Y have disagreed to such an extent that a dissolution of
the partnership is mutually decided upon and you have been en
gaged to realize the firm’s assets and liquidate its liabilities. The
partnership agreement provides that profits and losses shall be
shared equally.
The automobiles are disposed of for $2,500 and the inventory,
in its entirety, is sold to another firm for $13,500. The cash re
ceived from these sources, together with the cash shown in the
trial balance is distributed forthwith.
Subsequently, you collect the accounts receivable and pay
expenses as follows:

1st period...........
2nd “ ...........
3rd “ ...........
4th “ ...........

........
........
........
........

Accts. rec.
face amount
$ 2,000
10,000
10,000
8,000

Discount
allowed
$300
500
600
200

Cash
received
$1,700
9,500
9,400
7,800

Expenses
paid
$500

600
500

At the end of each period indicated above, you make the proper
cash distributions.
Prepare a statement showing the separate distributions and the
liquidation of the liabilities and capital.
No. 5 (17 points):

Your examination of the accounts of the Smith town Home for
Children discloses the following:
The home was founded on January 1, 1930, by two men who
contributed as follows: mortgages, $100,000; bonds valued at
$200,000; land valued at $75,000; buildings and equipment valued
at $120,000 and cash $20,000 for general purposes.
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According to the trustees’ minutes, the following funds were
established: Smith endowment fund, $150,000, and Taylor en
dowment fund, $150,000, representing investments in mortgages
and bonds, the income therefrom to be used for general purposes;
property and equipment fund, representing the property and
equipment of the institution, and general fund, representing the
general funds of the institution.
The following transactions were recorded in the cashbook
during the three months ended March 31, 1930:
Receipts:
Original contribution for general purposes............... $20,000
Mortgage principal...........................................................
10,000
Donation for improvements to buildings......................
15,000
Donation for painting and repairs to buildings...........
5,000
Bond interest.....................................................................
2,500
Mortgage interest.............................................................
2,500
Board and maintenance of children...............................
5,000
---------

$60,000

Payments:
Ice plant......................................................................... $ 5,000
Petty cash fund.................................................................
100
Board and maintenance of children...............................
17,900
General and administrative expenses............................
2,000

25,000

Balance—March 31, 1930...........................................

$35,000

At March 31, 1930, bond interest due and uncollected amounted
to $500; uncollected charges for board and maintenance of
children $6,000; unpaid bills for general expenses $500 and for
board and maintenance of children $500.
In accordance with the above information, prepare a balancesheet as at March 31, 1930, and a statement of income collectable
and expenditures for the three months ended that date.
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Yard-sticks
By Walter Mucklow
“Let the yard-stick dispute heraldic honors with the sword.”
— G. W. Curtis.

Usually each one of us, when passing through a crowded street,
pays scant attention to the multitude through which he threads
his way, yet sometimes one’s eye is caught by a figure, a feature, a
form, which compels attention, and one finds himself wondering
whence it came, whither it was going, what it was doing.
So it is with reading, for we live in the midst of a multitude of
books, many of which—too many perhaps—we glance at, or glide
through, without seeing one word, one sentence, which stands out
by itself and stays in our memory long after the book has been
finished, closed and placed on its shelf.
Recently one word gripped my attention in this manner; it
fastened itself to my brain like the limpet of the sea.
In the case of a striking individual, only too often is our interest
killed if we make inquiries; if we learn the answers to the questions
as to his, or her, origin, destination or occupation. So with
words: sometimes on tracing them back to their source, on study
ing their real or implied meanings, interest is killed and the
dictionary destroys our romance.
However, in this case, the dictionary stimulated thought, for I
found that the troublesome word—which was “yard-sticks”—
was quoted in a line from the pen of G. W. Curtis, which strength
ened and sharpened interest. That line appears at the head of
this article.
Is it not a forceful, yet wondrous graceful way of reminding us
that in our day and generation commerce has snatched from the
sword the direction of affairs, the conduct of the nations? This
question is based, not on the literal definition of a stick thirty-six
inches long but on the figurative meaning, which is “ a standard of
measurement in general.”
Modern research, modern study, modern excavations have
taught us much of ancient customs, of ancient buildings and of
ancient business; they have enabled us to tear rents in the curtain
which shrouded the azure mist of the past; to see something of
how people lived in millenniums gone by; to know something of
their customs and to guess some of their thoughts.
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We know that they traded, bought and sold, bargained and
bartered, planned and built, wrote and recorded. To do these
things they must have had standards—standards of length, of
area and of content—but we find that those standards varied
and that no uniformity existed throughout the then known
world, comparatively small as it may seem to us.
The archaeologist, the metrologist, tells us that the digit, the
palm, the cubit, were used thousands of years before our era.
We can see the merchants trading their cloths, their silks, their
hides, cubit by cubit; the land agents selling their city lots, “so
many cubits on the street by so many cubits deep.”
If our memories run back to school days we remember we
were taught that a cubit was the distance from a man’s elbow to
his thumbnail; that, originally, an inch was the width of a man’s
finger, four of which made a palm, and that a “foot” was the
length of a man’s foot, while legend claimed that a yard was the
length of a King’s arm.
We are not now concerned with determining which was the first
measure—that is a question to be settled by metrologists in the
schools. We are concerned with the fact that there were many
different cubits, varying from seventeen inches to twenty inches;
there were dozens of different feet varying from nine inches in
Wales to twenty inches in Piedmont, while there is still in use
more than one yard.
Each country, almost each district, had its standard, and
cubits and feet varied. As commerce extended, as competition
became keener, some definite standard became necessary, and
each country set up and maintained its own standards—the Jews,
the Greeks, the Romans had their standard measures carefully
guarded, as were those of England at Winchester and, later, at
Westminster, and today no possessions are more carefully guarded
by our governments than are the standard weights and measures.
As commerce developed, uniformity became necessary, but real
uniformity came slowly. For example, in England the old “wine
gallon” weighing 8 lbs. was in force up to 1824, when the present
imperial gallon of 10 lbs. became legal; and as a result the stand
ard gallon in the United States is still that of the old wine gallon
which was in use before 1776.
Today the variations permitted from the legal standards are so
small that instruments of precision are required to measure
them.
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Accountancy has grown side by side, hand in hand, with com
merce, and as commercial standards have become uniform and
standardized, so in some respects and in some measure have the
requirements surrounding and extending from accountancy.
Not only does the manufacturer require a definite standard by
which to measure each yard of cloth he produces, but the manager
needs, and is now beginning to demand, a standard by which to
measure the results he achieves—that is to say he, too, calls for a
yard-stick.
Who, then, is to provide him with this necessity? Who can do
it but the accountant; and, further still, who else can so well teach
him how to select the right yard-stick and how to use it aright when
he has it?
No longer are wars waged because one monarch dislikes the
manners or the speech of another, or because they use not the
same liturgy; they are waged to control business, to provide for
expansion. Commerce controls conflicts. Indeed, the yard
stick does dispute heraldic honors with the sword and gets the
better of the argument.
Surely this places upon us accountants a responsibility unknown
in former days, and one far beyond the vision of the early Italians,
or Dutch, or of the English Gough, Oldcastle or Snell.
We do not, like the agriculturalist, turn the sword into a plough
share, but instead of the sword in the hands of the warrior we
should fashion and place in the hands of the trader a staff on
which he may lean with reliance—one which will enable him to
pick in safety his course among the pitfalls which surround him.
Sometimes I wonder if we are alive to both our duties and our
opportunities. The former we assume when we undertake to
act as advisors, the latter are offered to us when our clients repose
their confidence in us.
We can offer yard-sticks to measure many things. By means of
comparative statements we may measure the present perform
ances against those of the past. By means of ratios and the
accumulated results of other similar businesses we may measure
the results obtained by one with those obtained by another.
This means the drawing of comparisons which Dogberry tells
us are arduous—they are also dangerous and need skill in the
handling.
Is it too fanciful to employ another warlike simile and say that
the accountant resembles the armorer of old who fashioned for
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his customers weapons of defense and of offense? He first ac
quired his skill by labor and then helped his patron choose that
particular accoutrement which was best suited for his purpose.
Had Don Quixote consulted his armorer, he would not have
been furnished with a lance with which to fight a windmill but
probably would have had the nearest approach to T. N. T. which
was then available.
But the accountant goes further than the armorer, for he not
only forges and selects the weapon but teaches its proper use.
I do not write these words with the presumptuous idea of
teaching my professional brethren how these ends are to be ac
complished but, rather, my purpose is to cause them to ask them
selves, as I now ask them, are we as a profession living up to our
responsibilities and our privileges?
If even one or two readers, especially if they be of the younger
generation, be led to put to themselves these questions and to
answer them honestly, this space will not have been wasted and
my time will have been well spent.
Obviously two things are essential: personal study and pro
fessional cooperation. I am sufficiently optimistic to believe that
the accountant of today, in very many cases, does really study—
he not only reads and crams for examinations but reads and thinks
for the raising of his standards.
I am not so sure that our societies are doing nearly all they
could to gather the information which is necessary and can
not be assembled by the individual practitioner who is prac
tising alone.
A very few words on one more yard-stick and I have finished.
What shall the accountant use for his own yard-stick against
which to measure his own aims and achievements? Each one of
us, whether he be a follower of Abraham, of Confucius, of Buddha,
of Jesus, of Mahomet, has some standard, some example. Is it
to be the piled-up dollars, the clean reputation, the task well
done, the constant searching for and preaching of the truth, the
keeping of the old-fashioned but still “Golden” Rule?
Again, if the physical yard-sticks are kept so carefully, are
guarded so jealously by our governments, should we be less care
ful, less jealous of maintaining those standards by which our very
lives are judged?
These questions each must answer for himself. None can do
it for him.
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Relation of Partnership Law to Accounting
By Michael S. Forest

There may exist among accountants a disagreement as to the
pleasures one derives from the practice of our profession, but
never is there that disagreement when the question of enjoying
the study of accountancy arises, with its many intricate and in
teresting problems: some highly theoretical yet extremely fasci
nating ; many always practical. The study of accountancy touches
many phases of industrial and economic life and in its many
manifestations we find that accountancy and the law become
interrelated. And, because of this interrelation it seems desir
able that the accountant become better acquainted with the law
and appreciate its effect on and significance to accounting. In
an attempt to dissect the law the writer has taken one phase,
namely partnership law, and correlated it to accountancy.
In discussing the relationship of partnership law to accounting
it is advisable that a comprehensive definition of partnership be
available. Such a definition should establish the cardinal princi
ples of a partnership, and from that as the starting point we can
evolve the theoretical and practical principles of accounting.
Some legal lexicographers define partnership as a voluntary con
tract between two or more competent persons to place their
money, effects, labor and skill, or some or all of them, in lawful
commerce or business, with the understanding that there shall
be a proportional sharing of the profits and losses between them
(See Black’s Law Dictionary). It is not necessary, at this point,
to elucidate this definition; its various aspects are dealt with at
greater length hereafter.
The accountant is at times in conference with lawyers and is
expected to understand some of the legal terminology so far as it
involves accounting practice. It is therefore necessary for us to
familiarize ourselves with the various types of existing partner
ships. The law has separately stated and defined these part
nerships.
A general partnership is one in which the partners carry on all
their trade and business, whatever it may be, for the joint benefit
and profit of all the parties concerned, whether the capital stock
be limited or not, or contributions thereto be equal or unequal.
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A limited partnership consists of one or more general partners,
jointly and severally responsible as ordinary partners, by whom
the business is conducted, and one or more special partners,
contributing in cash payments a specific sum as capital to the
common stock, who are not liable for the debts of the partnership
beyond the funds so contributed.
A particular partnership is one existing where the parties have
united to share the benefits of a single individual transaction or
enterprise.
A partnership at will is one designed to continue for no fixed
period of time, but only during the pleasure of the parties, and
it may be dissolved by any partner without previous notice.
The law also deals with various kinds of partners. We have
what is commonly called dormant partners, those whose names
are not known or do not appear as partners. Dormant partners
are really those who are merely passive in the firm whether known
or unknown, in contradistinction to those who are active and
conduct the business of the firm as principals. The terms silent
partner and sleeping partner are popular names for dormant
partner.
A nominal partner is one whose name appears as a member of
the firm, but who has no real interest in it.
A liquidating partner is the one who, upon dissolution or insol
vency of the firm, is appointed to settle accounts, collect assets,
adjust claims and pay debts.
A surviving partner is one who, on the dissolution of the firm
by death of his copartner, occupies the position of a trustee to
settle up its affairs.
Death of a partner terminates a partnership. At the death of
a partner the books should first be closed and the profit or loss
from operations determined. Then the deceased partner’s
capital account should be transferred to an estate account. The
loss through liquidation should be recorded separately in an ac
count known as the liquidation account.
The mere fact that persons own property in common, or are
sharing gross returns, does not of itself establish a partnership,
whether the persons sharing profits have or have not a joint or
common right or interest in any property from which the returns
are derived. The receipt by a person of a share of the profits
of a business is prima-facie evidence that he is a partner in the
business, but no such inference shall be drawn if such profits
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were received in payment of (a) debt, by instalments or other
wise; (b) wages or rent; (c) an annuity to a representative or
widow of a deceased partner; (d) interest on a loan; or (e) consid
eration for the sale of the goodwill of a business or other property
by instalments or otherwise. (Sect. 11, partn. law of N. Y.)
When the owner of a business devises it to his two sons, share
and share alike, and the sons continue the business and divide
the profits, a partnership is thereby created between them (Mac
Farlane v. MacFarlane—1894—82 Hun 238, 31 N. Y. S. 272).
In this case, the proper entry would be to divide the capital ac
count equally, debiting the individual’s capital account and
crediting the capital accounts of the two sons. As an explanation
for this entry the clause in the will wherein the devise is mentioned
should be cited.
At times the accountant is confronted with a problem wherein
separate creditors of a manufacturing concern take over the
business in payment of their claims, the business is continued for
the purpose of realizing the claims, and there is no partnership
among the creditors, the interest of the parties not being joint.
We are, however, primarily interested in the entries on the books
of the partnership. The entries are basically the same as those
discussed in the following paragraphs dealing with assignments
for the benefit of creditors.
A general assignment in its ordinary legal significance means an
assignment by a debtor, transferring all his property, in general
terms, to an assignee, in trust for all his creditors (Young v. Stone
70 N. Y. S. 558—Aff’m’d 174 N. Y. 517). Its material and essen
tial characteristic is the presence of a trust. The assignee is
merely trustee and not absolute owner (Brown v. Guthrie, 110?
N.Y. 435).
One or more members of a firm can not execute a general assign
ment for the benefit of creditors without the consent of the other
member or members of the firm; but, if it appears from the acts
or declarations of such member or members, either before or
subsequent to the assignment, that he or they assented to its
execution, the assignment is valid.
When an assignment is made for the benefit of creditors, the
entries on the books of the assignor should be as follows: (As
sume that the assets are worth $1,500, liabilities $2,000, A’s cap
ital $250 (dr.), and B’s capital $250—(dr.).) The first entry
is to debit the “trustee” $1,500 and credit the assets $1,500.
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Then, when the trustee makes his accounting showing that he
has paid the creditors, say 50 cents on the dollar, the next entry
is to debit liabilities $2,000, credit “trustee” $1,000 and credit a
capital account “allowance on settlements with creditors” $1,000.
If the trustee accounts for the balance as expenses, one must debit
“expense” $500, and credit “trustee” $500. This would close
the “trustee” account.
The accounts would appear as follows:

1,500—

(1)
1,500—

1,500—

1,500—

(2)
2,000—

2,000—

2,000—

2,000—

250— Allow etc.
250—

500—
500

500

(3)
500—

------500—

Closed to
500—
500—

Capital

B Capital

A Capital

Exp.

Expense

Liabilities

Assets

250— Allow etc.
Exp. 250—

500

500—

500

Allowance on settlements with creditors

Trustee
(1)

1,500—

1,000—
500—

(2)
(3)

Closed to
Capital
1,000—

1,000—

(2)

1,500—

Of course, the accounts could be made more elaborate by in
cluding numerous temporary capital or nominal accounts, but
I have purposely omitted them for purposes of brevity.
It seems necessary, from the accountant’s viewpoint, to deter
mine whether property in the possession of the partner is partner
ship property or not. The law has enumerated some of these
instances:
1. All property originally brought into the partnership stock
or subsequently acquired, by purchase or otherwise, on account
of the partnership, is partnership property.
2. Unless the contrary intention appears, property acquired
with partnership funds is partnership property.
3. Any estate in real property may be acquired in the partner
ship name.
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4. A conveyance to a partnership in the partnership name
passes the entire estate of the grantor unless a contrary intention
appears. (Sect. 12 par tn. law of N. Y.)
In the verification of assets, the accountant or auditor is con
fronted with the problem of determining the right of one partner to
obligate the partnership. Under section 20 New York partner
ship law we find the following:
1. Every partner is an agent of the partnership for the purpose
of its business, and the act of every partner, including the exe
cution in the partnership name of any instrument, for apparently
carrying on in the usual way the business of the partnership of
which he is a member, binds the partnership, unless the partner so
acting has in fact no authority to act for the partnership in the
particular matter, and the person with whom he is dealing has
knowledge of the fact that he has no such authority.
2. An act of a partner which is not apparently for the carrying
on of the business of the partnership in the usual way does not
bind the partnership unless authorized by the other partners.
3. Unless authorized by the other partners or unless they have
abandoned the business, one or more but less than all the part
ners have no authority to—
(a) Assign the partnership property in trust for creditors
or on the assignee’s promise to pay the debts of the
partnership.
(b) Dispose of the goodwill of the business.
(c) Do any other act which would make it impossible to
carry on the ordinary business of the partnership.
(d) Confess judgment.
(e) Submit a partnership claim or liability to arbitration
or reference.
4. No act of a partner in contravention of a restriction on his
authority shall bind the partnership to persons having knowledge
of the restriction.
The principle of agency applies to copartners, but it is only
when it can be seen that a partner is in effect acting as an agent of
his copartners that he binds them (Brenenstak v. Ammidown,
1898, 155 N. Y. 47).
Where there is no general partnership but only a partnership
as to a particular transaction, the power of a partner to bind his
copartner extends only to acts necessarily connected with the
subject of the transaction (Macaulay v. Palmer, 126 N. Y. 742).
Limitations in the partnership articles on the powers of the
partners are not binding on third persons having no notice of
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them. Nor does the fact that a partnership agreement gives one
partner power to do certain branches of the partnership business
restrict the exercise of similar powers by the other partners in
the absence of restrictive words.
But, although a partner may ordinarily borrow money on the
firm note, he may not do so where the purposes for which the money
is borrowed are not within the scope of the partnership business,
or the partnership is not such a one as calls for the borrowing of
money (Williams v. Wupperman, 171 app. div. 592). Thus he
can not charge the firm for a loan made to him individually and
for his own purposes (Porter v. Lobach 2 Bos. 88). Likewise he
can not borrow money on his individual note and bind the firm to
repay the money by a mere representation that he is borrowing
the money for the firm (Thorn v. Smith, 21 Wend. 365).
One partner may execute the firm note to another partner in
payment of a firm debt to the partner (Smith v. Lushr, 5 Con.
688).
One partner may sell, pledge, mortgage or otherwise dispose of
any of the copartnership property or assets for the purpose of
securing a firm debt.
An accountant should examine deeds or contracts of sale of
real estate to ascertain whether the partner had authority to
execute them or not. If the partner had no right to execute them
the property should still be considered as property of the partner
ship and the consideration received therefor should be considered
as trust money held by the partnership on behalf of or for the
benefit of the vendee of the property.
Where the title to real property is in the partnership name,
any partner may convey title to such property by a conveyance
executed in the partnership name; but, the partnership may
recover such property unless the partner’s act binds the part
nership.
The rights and duties of partners in relation to the partnership
shall be determined, subject to any agreement between them, by
the following rules:
1. Each partner shall be repaid his contributions, whether by
way of capital or advances to the partnership property and share
equally in the profit and surplus remaining after all liabilities in
cluding those to the partners are satisfied; and must contribute
toward the losses, whether of capital or otherwise, sustained by
the partnership according to his share in the profits.
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2. The partnership must indemnify every partner in respect
of payments made and personal liabilities reasonably incurred
by him in the ordinary and proper conduct of its business, or for
the preservation of its business or property.
3. A partner, who in aid of the partnership makes any pay
ment or advance beyond the amount of capital which he agreed
to contribute, shall be paid interest from the date of the pay
ment or advance.
4. A partner shall receive interest on the capital contributed
by him only from the date when repayment should be made.
5. All partners have equal rights in the management and con
duct of the partnership business.
6. No partner is entitled to remuneration for acting in the
partnership business, except that a surviving partner is entitled
to reasonable compensation for his services in winding up the
partnership affairs.
7. No person can become a member of a partnership without
the consent of all the partners.
8. Any difference arising as to ordinary matters connected
with the partnership business may be decided by a majority of
the partners; but, no act in contravention of any agreement
between the partners may be done rightfully without the consent
of all the partners.

The accountant, when informed by a client that he intends to
go into partnership, should request that a copy of the articles of
copartnership be given to him for his files. If that agreement is
not given him he should abstract from articles of copartnership
the following information, and more if possible, and embody it
in his work sheets.

Date of formation of copartnership and its duration.
Names of all partners and addresses.
Name of firm and location of its business.
Investments.
Sharing of profits and losses.
Drawings.
How books are to be kept and when accounting is to be
made.
8. Manner of dissolution.
1.
2.
3.
4.
5.
6.
7.

In case the copartnership is formed by oral agreement, the ac
countant should ascertain these things, and, also, remember that
the law provides that profit and losses are shared equally, that a
copartner can not claim a salary for services rendered, that in
terest on investment can not be allowed and that, on dissolution,
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net assets are shared equally. Where, however, salary allowances
are made, they should be treated as a distribution of the profits
to the partner and not as an expense. For bookkeeping purposes,
salaries are often classified as expenses in order to show the
profit the business would return if it were necessary to hire an
outsider to perform the work done by the partner.
As salary may be considered a special distribution of profit,
so an allowance of interest on capital invested provides a means of
compensating the partner having the larger capital. Interest of
this kind is not, therefore, an expense of the business, but serves
as a capital investment. A more scientific method would be to
determine the average investment during the year, which would
take into consideration drawing by partners. To illustrate:
A and B are partners—A’s capital is $15,000. B’s capital is
$10,000. Profit is $2,500. Interest is to be allowed at
6 %. The entries are:
Profit and loss........................ $1,500.00
A’s capital............................................ $900.00
B’s capital...........................................
600.00
Crediting each partner with interest on his invest
ment.
Profit and loss.......................... $1,000.00
A’s capital........................................... $500.00
B’s capital...........................................
500.00
Distributing profit equally after deducting interest
charge.

It has been held that a partnership has an insurable interest
in the life of a partner, and many partnerships have taken out
insurance on the life of partners in order to protect themselves
from financial loss in case of death of the partner so insured.
It should be noted, therefore, that the cash-surrender value
of a policy, when a cash-surrender value comes into exist
ence, should be treated as an asset. When the premium
payments are made the entire payment can be charged to in
surance expense, but at the end of the year an adjustment
should be made for the cash-surrender value. In case of death,
the asset account which contains the cash-surrender value of the
policy is credited with the cash received from the insurance com
pany and the excess is divided equally between the surviving
partner and the deceased partner’s estate on a profit-and-loss ratio.
Sometimes the articles of copartnership determine when the
partnership shall terminate, but partnerships may be unexpectedly
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terminated by death, insanity, etc., of a partner, by withdrawal
of one partner and by admission of a new partner, and by mutual
agreement of the partners to sell or liquidate their business.
Where the articles of copartnership determine the procedure to
be used that procedure of course must be followed.
Dissolution of a partnership is a change in the relation of the
partners caused by any partner’s ceasing to be associated in
carrying on as distinguished from the winding up of the business.
On dissolution the partnership is not terminated but continues
until the winding up of partnership affairs is completed. Dis
solution is caused :
1. Without violation of the agreement between the partners.
(a) By the termination of the definite term or particular
undertaking specified in the agreement.
(b) By express will of any partner when no definite term or
particular undertaking is specified.
(c) By the express will of all the partners who have not
assigned their interests or suffered them to be charged
for their separate debts, either before or after the ter
mination of any specified term or particular under
taking.
(d) By the expulsion of any partner from the business in
accordance with such a power conferred by the agree
ment between the partners.
2. By any event which makes it unlawful for the business of
the partnership to be carried on or for the members to carry it on
in partnership.
3. By death of any partner.
4. By the bankruptcy of any partner or of the partnership.

It is a general rule that a contract of partnership is dissolved
by the death of one of the parties whether entered into for a fixed
time or not, and that after his death the former partner can not
bind the estate of the deceased by new contracts; and, although
the partnership be expressly extended to executors, they can not
be compelled to carry it on and will be entitled to a dissolution
and an account of assets subject to the liabilities of the firm
incurred up to the time of dissolution. (Stem v. Warren, 1920,
227 N. Y. 538, 125 N. E. 811.)
A partnership continues, notwithstanding a formal dissolution,
as to third persons acting in good faith who have had not actual
or constructive notice that the firm has been dissolved. The
rule is that, to all persons who have had actual dealings with the
firm, actual notice of the dissolution must be given (Zavodnik v.
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Goldberg, 1917, 165 N. Y. S. 526). Where, upon dissolution of a
partnership, the continuing partner takes over the assets and
assumes the liabilities of the old firm, the relation of the retiring
partner is that of surety as to the obligations of the old firm
existing at the dissolution.
A conveyance by a partner of his interest in the partnership
does not of itself dissolve the partnership, nor, as against the other
partners, in the absence of agreement, entitle the assignee, during
the continuance of the partnership, to interfere in the manage
ment or administration of the partnership business or affairs, or
to require any information or account of partnership transactions,
or to inspect the partnership books; but, it merely entitles the
assignee to receive in accordance with his contract the profits to
which the assigning partner would otherwise be entitled. (Sec
tion 53, sub. 1, partnership law of New York.)
In settling accounts between the partners after dissolution,
the following rules shall be observed, subject to any agreement
to the contrary:
1. The assets of the partnership are:
(a) Partnership property.
(b) Contributions of the partners necessary for the pay
ment of all the liabilities.
2. The liabilities of the partnership shall rank in order of
payment, as follows:
(a) Those owing to creditors other than partners.
(b) Those owing to partners other than for capital and
profits.
(c) Those owing to partners in respect of capital.
(d) Those owing to partners in respect of profits.
3. The assets shall be applied in the order of their declaration
in clause (1) of this paragraph to the satisfaction of the liabilities.
4. The partners shall contribute the amount necessary to
satisfy the liabilities; but if any, but not all, of the partners are
insolvent, or refuse to contribute, the other partners shall con
tribute their share of the liabilities and in the relative proportions
in which they share the profits the additional amount necessary
to pay the liabilities.
5. Any partner or his legal representative shall have the
right to enforce the contributions specified in paragraph (4) to
the extent of the amount which he has paid in excess of his share
of the liability.
6. The individual property of a deceased partner shall be liable
for the contributions specified in paragraph (4).
7. When partnership property and the individual properties
of the partners are in the possession of a court for distribution,
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partnership creditors shall have priority on partnership property
and separate creditors on individual property.
8. Where a partner has become bankrupt or his estate is insol
vent the claims against his separate property shall rank in the
following order:
(a) Those owing to separate creditors
(b) Those owing to partnership creditors
(c) Those owing to partners by way of contribution.
Upon the appointment of a receiver of a partnership the wages
of the employees of such partnership shall be preferred to every
other debt or claim.

Section 80 of the New York partnership law authorizes part
ners, continuing the business of a dissolved firm which comes
within its terms, to perpetuate the firm name regardless of the
consent of a retiring partner whose name forms part of the firm
name, where the name was not disposed of in the dissolution
(Caswell v. Hazard 1890, 121 N. Y. 484, 24 N. E. 707). Also see
sections 924 and 440, penal law.
A partnership business is sometimes sold to others and the
business continued as before except for change of owners. The
sale may be made to an individual, another partnership or to a
corporation. Changing the form of legal organization from a
partnership to a corporation amounts to the same thing as selling
the business to a corporation. In all these cases the method of
handling the matter on the books of the firm is the same. The
books having been closed, the only accounts remaining open in
the ledger are those with assets, liabilities and partners’ capital.
An account is then opened with the buyer of the business, who
is known as the vendee, and the books may be closed by follow
ing the ensuing instructions:
1. Record on the books the goodwill incidental to the sale of
the business by debiting a goodwill account and crediting the
partners’ accounts in proportion to profit-sharing arrangement.
2. Charge the assets (including goodwill) sold to the vendee
by debiting the vendee and crediting the various asset accounts.
3. Credit the vendee for the liabilities assumed by debiting
the various liability accounts and crediting the vendee.
4. Credit the vendee for whatever assets are received from him
in payment for the net assets of the partnership by debiting the
asset or assets received and crediting the vendee.
5.
Pay off any obligations not assumed by the vendee.
6.
Pay off any partners’ loans or salaries.
7. Distribute the assets received from the vendee by debiting
the partners’ capital accounts and crediting the asset accounts.
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Unless otherwise agreed, the distribution will be in the ratio that
each partners’ capital bears to the total capital at the time of
distribution. In other words, each partner should be paid enough
to balance his capital account, and that will take all the assets
on hand.
Instead of a dissolution brought about by the sale of the busi
ness as a going concern, in which there is usually a profit for the
partners, due to the goodwill, a firm sometimes undertakes to
dispose of its assets, pay off its liabilities and close the business.
In this case there is usually a liquidated loss which must be borne
by the partners in profit-and-loss ratio. In such cases the
books are closed as before, and the trading profit or loss trans
ferred to the current accounts, which in turn are closed into the
partners’ capital accounts so that only asset, liability and capital
accounts appear in the ledger. The assets are then converted into
cash as soon as possible and the claims against the assets are
paid in the following order: (a) mortgages, (b) preferred outside
claims such as wages, taxes, etc., (c) liabilities due outside cred
itors, (d) loans and salaries due partners, (3) capital accounts
of partners.
Any profits or losses resulting from the conversion of the
assets into cash are shared by the partners in profit-and-loss ratio.
The bookkeeping procedure for closing the accounts is as follows:
1. Debit cash for amount received from the sale of assets, and
profit and loss for the loss on liquidation; credit the various assets
for the value shown on the books.
2. Debit the partners’ capital accounts for the loss on liquida
tion in profit-and-loss ratio; credit profit-and-loss account.
3. Pay off outside liabilities; debit each liability paid off and
credit cash.
4. Pay off salaries and loans of partners, if any; debit proper
account and credit cash.
5. Distribute the balance of cash among the partners in capital
ratio. This will balance the capital and cash accounts and close
all accounts.

Sometimes the loss from liquidation is so large that a partner
is rendered insolvent thereby. His capital account is entirely
wiped out and leaves him in debt to the firm. His capital ac
count in such a case shows a debit balance which he is obliged to
make good by paying into the firm cash to that amount.
The certificate of limited partnership is kept on file and re
corded in the office of the county clerk of the county in which the
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principal office of the partnership is located. The accountant
should examine the certificate and extract those clauses which
affect his work.
The certificate contains, among other things, the following
information:
1. The name and place of residence of each member; general
and limited partners being respectively designated.
2.
The term for which the partnership is to exist.
3. The amount of cash and a description of and the agreed
value of the other property contributed by each limited partner.
4. The additional contributions, if any, agreed to be made by
each limited partner and the times at which or events on the
happening of which they shall be made.
5. The time, if agreed upon, when the contribution of each
limited partner is to be returned.
6. The share of the profits or the other compensation by way
of income which each limited partner shall receive by reason of
his contribution.
7. The right, if given, of one or more of the limited partners,
as to contributions or as to compensation by way of income, and
the nature of such priority.
8. The right, if given, of the remaining general partner or
partners to continue the business on the death, retirement or in
sanity of a general partner.
9. The right, if given, of a limited partner to demand and
receive property other than cash in return for his contribution.
A limited partnership may conduct any business which a
partnership without limited partners may conduct. The con
tributions of a limited partner may be cash or other property, but
not services. A limited partner shall not become liable as a gen
eral partner unless, in addition to the exercise of his rights and
powers as a limited partner, he takes part in the control of the
business.
Under the former law doubt was expressed on the question
whether a general partner, without the consent of his special part
ner, might make an assignment for the benefit of creditors. (Mills
v. Argall, 1833, 6 Paige, 577.) Subsequently, it was held that gen
eral partners might make a general assignment for the benefit
of creditors. (Robinson v. McIntosh, 1854, 3 E. D. Smith 221.)
A limited partner shall have the rights as a general partner to—
(a) Have the partnership books kept at the principal place
of business of the partnership and at all times to in
spect and copy any of them.
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(b) Have on demand, true and full information of all things
affecting the partnership, and a formal account of
partnership affairs whenever circumstances render it
just and reasonable, and
(c) Have dissolution and winding up by decree of court.
A limited partner shall have the right to receive a share of the
profits or other compensation by way of income and to the return
of his contributions.
A person may be a general partner and a limited partner in
the same partnership at the same time. A person who is a gen
eral partner, and at the same time a limited partner, shall have
all the rights and powers and be subject to all the restrictions of
a general partner, except that, in respect to his contributions, he
shall have the rights against the other members which he would
have had if he were not also a general partner.
A limited partner also may lend money to and transact other
business with the partnership, and, unless he is also a general
partner, receive on account of resulting claims against the part
nership, with general creditors, a pro-rata share of the assets.
On the death of a limited partner his executor or administrator
shall have all the rights of a limited partner for the purpose of
settling his estate. The estate of a deceased limited partner shall
be liable for all his liabilities as a limited partner.
On settling accounts after dissolution the liabilities of the
partnership shall be entitled to payment in the following order:
1. Those to creditors, in the order of priority as provided by
law, except those to limited partners, on account of their con
tributions, and general partners.
2. Those to limited partners in respect to their share of the
profits and other compensation by way of income on their
contributions.
3. Those to limited partners in respect to the capital of their
contributions.
4.
Those to general partners other than for capital and profits.
5.
Those to general partners in respect to profits.
6.
Those to general partners in respect to capital.

Subject to any statement in the certificate or to subsequent
agreement, limited partners share in the partnership assets in
respect to their claims for capital, and in respect to their claims
for profits or for compensation by way of income on their contri
butions respectively, in proportion to the respective amounts of
such claims.
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During the past five years about fifty-five hundred candidates
have taken eleven C. P. A. examinations under the auspices of the
American Institute of Accountants. The results by percentages
are shown in the following table:
Per cent. Per cent. Per cent.
Date
Passed Conditioned Failed
24
46
30
Nov. 1924.............
14
17
69
May 1925.............
14
26
60
Nov. 1925.............
21
60
19
May 1926.............
22
28
50
Nov. 1926.............
22
34
44
May 1927.............
17
20
63
Nov. 1927.............
23
18
May 1928.............
59
14
15
71
Nov. 1928.............
17
10
73
May 1929.............
13
78
9
Nov. 1929.............
Of those who passed there were many who were conditioned in
previous examinations, so the real story is fairly told in the column
of failures. It may be added that in several examinations it was
remarked that the papers as a whole were unsatisfactory, so much
so that in two examinations there was no award of the Sells
scholarship because no candidate came up to the required stand
ard. One of these examinations was that of May, 1927, when
the highest percentage of passing was attained! If this is the
best we can show for years of organized effort to train aspirants
for the C. P. A. certificate, it is most disappointing; and in view of
the increasing percentages of failures the outlook for the future is
not encouraging.
What is the reason for this unhappy state of affairs? Are the
examinations being made unduly difficult? Are the standards
too high, or rather are they being pushed up too rapidly for the
schools and students to keep pace with them? Are public practi
tioners in whose offices candidates serve their apprentice years
failing to give them sufficient experience? Or does the fault lie
entirely with the candidates?
What says the examiner? He might reply that a general
comparison of questions asked in auditing, law and theory for the
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last ten or twelve years will show they are much the same on the
whole, and naturally must be as they are based on standard text
books in which there has been little or no change in fundamental
principles. Of late years perhaps there has been a tendency to
substitute concrete problems for memory tests, but this affords a
better probe into the candidate’s ability to apply principles.
Problems in practical accounting may be more complex and have
more details than those of earlier years, but on the other hand
they are fewer in number, they cover no more than is to be found
in almost any standard text-book or accounting periodical, and
above all they simply reflect the growing complexities of modern
business accounting.
The holder of a C. P. A. certificate is supposed to be qualified
as an expert auditor and accountant from the start, and the ex
aminer submits that it is his duty to the public and to the profes
sion to ascertain that the candidate has at least the minimum
qualifications of such an expert. That standards have been
rising is happily true, but the student has not been handicapped
thereby. As business accounting grows more complex and re
quires more skill, standard text-books respond with revised and
improved editions. If educators and students fail to take advan
tage of them, it is not the fault of the examiner.
In his opinion, based on frequent remarks found in candidates’
papers, the most conspicuous lack in those failing to pass in prac
tical accounting is experience, and he would ask practitioners
from whose offices the candidates come what has been done to
help them gain such experience.
The up-to-date college educator, however mortified he may feel
over the failures of his graduates, is satisfied that he is not to
blame. He has consistently kept up with the latest in text-books
(has probably written one himself), has labored faithfully with his
classes, and offers in evidence that his graduates have passed cum
laude the college examinations. Like the examiner he maintains
that required experience of apprenticeship is a matter for the
offices into which his students have gone.
Also as a plea in abatement he would remind us that the growth
of business schools in colleges and universities is of recent date,
and it is too soon to expect results, taking into account the apprentice-years required under C. P. A. laws.
The high school teacher shrugs his shoulders and asks what can
be expected of him if a good part of the job of training boys and
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girls for business is taken away from him by the colleges. How
ever, he would point out that the standards of high schools have
risen greatly in the past few years, that higher accounting is now
taught to an extent far exceeding the standard required when the
C. P. A. laws were passed, and he thinks on the whole he has
performed his full duty to the profession. And he joins in the
anvil chorus directed at the public practitioner.
Besides, he maliciously adds, there are fine colleges and univer
sities in nearly all the states—why pick on the poor high-schools?
The practitioner, to whom the “buck” is so unanimously
passed, admits that most of his juniors have come to him fairly
qualified as to the elements of bookkeeping and theory—or he
wouldn’t have employed them. He states that he has been so
busy trying to make a living for them and himself that he has not
had the time to give them more experience than his business
furnished. If the examiner would limit his questions to such
kinds of business as come into his office, he is quite sure his juniors
could pass with flying colors. He has advised and encouraged
them to study in their leisure hours, lent them such books as he
had, and has now and then spent some hours looking over and
correcting their practice papers. Beyond that he, as an average
practitioner, cannot be expected to go.
In his opinion the blame for most of the failures lies with the
candidates themselves. He has observed in his own office that
the ambition to secure a C. P. A. certificate is not always accom
panied by the will to work and wait for it. Most of the candi
dates are in too much of a hurry to take the examination; as soon
as the statutory years have been served, they think they are
fully qualified and that the examination is more or less per
functory.
As to standards, he quite agrees with the attitude of the exam
iners; in fact, he would be glad to see the standards raised even
higher for the benefit of the profession.
All of which may be cold comfort for the three thousand-odd
candidates who have gone so hopefully like lambs to the slaughter
—but utterly unprepared. For that at the last analysis is the
real reason for the impressively large percentage of failures—
lack of adequate preparation for the examination. No matter
how diligently teachers may instil precept and principle, em
ployers offer practical experience, or coaches try to cram lastminute advice into over-stuffed brains, the candidate must pre
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pare himself if he hopes to pass. It is with the desire and hope of
being of some help to him that this paper is written.
The first and foremost requirement in preparing for an examina
tion is study, study and still more study! That has been said so
often that it is a platitude, I know, but it is indispensable to
acquire the habit of study not only for examination but for
future career. The successful practitioner never stops studying
till he retires. By study I do not mean cramming for the exami
nation by a few weeks’ intensive burning of the midnight oil.
Too often that defeats its own aim, for the candidate comes to the
examination with a jumble of confused texts in his head and a
mind anything but clear for working out concrete problems. A
good memory helps in answering questions on texts, of course, but
it should be a memory that has assimilated the substance, not a
parrot-memory. A concrete or practical accounting problem calls
for the same sort of mental activity that one would apply to an
actual audit. Relying on memory in such cases is sometimes
positively disastrous. There is not one chance in ten thousand
that a problem memorized will be repeated exactly in an examina
tion question, and a superficial resemblance may start one off on
the wrong tack entirely.
By study, then, I mean grasping and assimilating the substance
of one’s subject. One should close his text-book and write the
answer in his own words. This will not only help one to learn but
also to acquire the ability to express one’s thoughts clearly, a
great desideratum for the examination and for future reports.
One should be lucid, concise and brief—but not too brief. The
candidate who replied to the query of how he would proceed to
verify the cash in a bank audit, “Count cash, check bank ac
counts,” may have “covered” the ground, but he certainly gave
the examiner no evidence of his ability to conduct the most
important part of a bank audit.
The next vital requisite is practice, lots of it. That is the
reason for the “actual experience” clause in most C. P. A. laws,
the weak point of which is that it is only in the larger offices that a
junior can obtain the experience to apply in the wide field usually
covered in an examination paper. If the range of business in an
office is limited, the obvious thing is to practise working out
problems to be found in text-books, accounting periodicals, old
examination papers, published reports, etc. One should work out
the problems for himself—not take the author’s solution (if
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given) for granted. In fact, nothing should be taken for granted
in practising. A good auditor follows his work through to the
logical end, and then checks it. After one has made a complete
solution of a practice problem, he should go over it step by step
and note the authority for each in the standard texts on auditing
and accounting. In this way one may acquire a grip on theory
and principle that cannot be shaken.
And finally comes the review. The wise candidate will spend
the week or two before the examination in reviewing his text
books from the beginning, not forgetting even elementary book
keeping. (That may seem odd, but I could a tale unfold of some
remarkable blunders in simple journal entries!) It is not neces
sary to re-read texts in full—it will be enough if the first few
words of a chapter, a paragraph, immediately call to mind its
substance. The review of practice work (which by the way
should be carefully preserved until after the examination at least)
should be thorough enough to satisfy one that he could solve the
problems again without any difficulty. But, as said before, it is a
mistake to memorize the problems themselves.
So much for preparing for the examination. Now a few words
on coming to the examination-room may be useful.
To begin with one must not be in too much of a hurry to take
the examination. One can become a good junior in six months,
but it takes five to ten years, according to native ability, to make
a qualified public accountant. If a young man feels impatient,
let him read some published report of a large corporation or firm,
and try to understand the extent of the work and responsibility of
the public accountant who certifies it. Of course one does not
expect at once to undertake work of such magnitude, but the first
clients will assume that one is qualified to practise for, not on,
them. Under ordinary conditions, then, I would advise the aver
age candidate to wait at least five years before taking the
examination. Every year of waiting and working will better the
chances of passing.
One should come to the examination-room as one would
approach an actual audit. He should consider simply that he is
about to have laid before him some problems in the audit of John
Doe & Co., or the A. B. Corporation, and forget that he is trying
for a C. P. A. certificate. Not easy, to be sure, but it will test
will-power and give the self-confidence to avoid the stage
fright of the examination-room.
449

The Journal of Accountancy

The candidate should read the questions twice, at least, to be
sure of understanding what is wanted. He should not try to
remember what authors have said, but ask himself what he would
do or say if such a problem faced him in an actual audit. That is
what the examiner wants to know. He is presumably already
familiar with the standard text-books and assumes that the candi
date has studied them. It only wastes time to refer to them.
Answers should be written as clearly and concisely as possible
and then compared with the question to see if it is answered fully.
If one doesn’t know it is best to say so. One cannot hide igno
rance under a mass of verbiage however beautifully expressed.
If a question appears ambiguous the candidate should say so,
and in what respect, before supplying the answer or answers.
But if the candidate values his chances at all, he should not
answer both ways without explanation. In the one case he may
have misconstrued the question but he will nevertheless be fairly
marked on his understanding of it. In the other, it is obvious
that the examiner will give no credit at all, for he cannot say which
answer the candidate thinks correct. One simply cancels the
other. It may be well to say that although every effort is made to
avoid ambiguity in questions, uncertainty will happen now and
then. In such cases the examiner makes a note of it and gives
full credit for alternative answers.
Before handing in his paper the candidate should be sure that he
has answered all the questions. Whether or not to answer the
questions in the order given is a matter of choice. Some may pick
out and answer the easiest questions first so as to have more time
for the difficult ones. Others may take them in regular order for
the reason that the easier questions afford a mental rest between
the harder ones. Still others may pick the hardest first because
the easier ones will then come at the close, when the brain is tiring.
Whichever method is chosen, each question should be checked as
answered, and then the whole paper checked before presenting it.
Then one should be safe.
A last hint and an important one—the candidate should
answer all the questions required. One may think that if he has
answered 75% or 80% of the questions, he has done enough to
pass; but if one of those answers is incorrect, or several of them do
not obtain the maximum mark, he will have failed on the whole
paper. This has happened more than once, and to the regret of
nobody more than the examiner.
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Consolidated Balance-sheet
Problem:
Following are balance-sheets at December 31, 1928, of A Company, its
subsidiary, B Company, and its affiliated sales proprietorship:
CD (a ProA Company B Company prietorship)
Assets
$ 3,865.85
Cash in banks and on hand............ $ 2,115.43 $ 12,944.18
301,454.00
Receivables—customers (net)....
38,966.78
934.05
Intercompany current accounts... 431,452.87
34.10
10,000.00
Intercompany stockholdings.........
39,000.00
2,000.00
102,500.00
Intercompany bondholdings..........
74,728.35
Inventories at cost.......................... 168,475.75 113,767.81
5,250.00
Unamortized bond discount..........
Land, buildings, machinery, etc.,
385.00
126,343.16 443,941.67
at depreciated cost.....................
Total assets.............................. $908,853.99 $575,937.76

$393,367.25

Liabilities
$ 35,000.00
Banks loans—First National Bank $ 50,000.00 $ 10,000.00
Accounts payable, including ac42,127.72
3,309.14
cruals............................................
2,444.25
Cash advanced by officer, H.
530.00
Blanding.......................................
Intercompany current accounts...
40,968.15
1,452.87
390,000.00
First mortgage bonds......................
200,000.00
Proprietor’s investment..................
10,000.00
Capital stock, par $100.00............... 300,000.00
50,000.00
Sinking-fund reserve......................
120,000.00
Earned surplus, December 31,1920 325,901.20
84,374.67
Net profit 1921-1927...................... 247,865.90 152,732.84
*
37,657.77
Cash dividends 1921—1927............
200,000.00 100,000.00 No withdrawal
Net profit, 1928...............................
141,674.49
7,814.12
*
15,249.66

Total liabilities and net worth. $908,853.99 $575,937.76

$393,367.25

Homer Blanding, president of A Company, owns 65% of its stock, and his
wife, 5%; the remainder is held by employees or former employees. The
company was established in 1902, Mr. Blanding having paid in at that time
$10,000 cash in exchange for all the issued stock of the company. Prior to
1921, a series of stock dividends, but no cash dividends were paid to him,
part of them having been distributed by him as gifts to his wife and certain
employees.
A controlling interest (52%) in B Company was purchased by A Company
on December 31, 1920, the stock having been acquired from B Company stock
holders at an average cost of $150 per share. A 10% interest in B Company
was purchased at the same time by Mr. Blanding at $160 per share. The pro
prietorship CD purchased a further 5% interest from minority stockholders
on December 31, 1927, at $400 per share. The balance of the stock (33%)
is owned by persons outside the business. B Company was established
in 1918 with an authorized capital stock of $50,000 which was immediately sold
for cash at par. Dividends of B Company were declared out of profits earned
* Less current provisions for sinking-fund reserve.
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since December 31, 1920, with the exception of a cash dividend of 24% which
was declared and paid January 2, 1921. No dividends prior to 1921 had been
paid.
CD, the proprietorship, acts as selling agent for certain products of A
Company. It was established in 1925 by Mr. Blanding who invested $10,000
therein. Mr. Blanding is still the proprietor. During 1928 only, goods were
purchased by CD from A Company at cost to A Company plus 20%; at
December 31, 1928, CD’s inventory included merchandise so valued
amounting to $41,958.12.
B Company’s bonds are 6% first mortgage bonds, dated July 1, 1916, and
due July 1, 1936. They were issued originally at 93. The mortgage covers
the entire fixed assets of the company. Half the issue was purchased on the
market at 102½ by A Company on December 30, 1920, the day before it ac
quired a controlling interest in the stock. A purchase at part of $2,000
B Company bonds by CD was made on December 31, 1928; on the same
date, Mr. Blanding also acquired eleven $1,000 bonds at par. The trust
deed requires that a sinking-fund reserve be maintained whereby $10,000 is
credited thereto out of profits on December 31st of each year, commencing
December 31, 1917. This provision has always been complied with.
The First National Bank has required Mr. Blanding’s guaranty on loans to
the three enterprises, and now asks for a consolidated balance-sheet which
will show the net equity of Mr. Blanding and his wife. You are required by
your principal to prepare (a) a consolidated work sheet, using for the purpose
the accompanying forms which he has drawn up, and (b) a consolidated balancesheet on which the net worth will be divided as between the minority interests
and the majority interest, the latter consisting of Mr. Blanding and his wife.
Your principal gives you the following specific instructions:
(1) Number the adjustments and eliminations and show under “explana
tions” the detail of how each was determined.
(2) Combine the sinking-fund reserve with earned surplus, and make a
proper notation thereof in the consolidated balance-sheet.
(3) Credit minority stockholders with their proper interest in the earned
surplus of the two companies, including, in the case of the minority
stockholders of A Company, their proportion of the earned surplus of
B Company.
(4) Do not charge or credit minority stockholders with any portion of the
intercompany eliminations which are occasioned by the holdings of
the Blandings.
(5) On the consolidated balance-sheet, for both minority and majority
interests, set forth the original cash investment, and, among other
things, show the balance of earned surplus at January 1, 1928, and the
net profit for the year 1928.

Solution:
The foregoing problem was set by the board of examiners in accountancy,
University of Illinois, in the November, 1929, examination. The suggested
time for the solution of the problem was three hours.
From the requests for a solution and the comments which this department
received, considerable interest attaches to this particular problem. The fact
that a consolidated balance-sheet which will show the net equity of Mr. Bland
ing and his wife was required, and that the accounts of a proprietorship were
being consolidated with the accounts of corporations, and that the problem
involves major and minor holding companies, unrealized profit and inter
company inventories, and surplus arising through consolidation, seems to have
raised many difficulties for many of the candidates.
The candidate was given working papers on which appeared the balancesheets of A Company, B Company, the proprietorship CD, the investment of
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39,000.00

38,966.78
431,452.87
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Total assets ............................................................................

Land, buildings, machinery, etc., (net) ......................................

443,941.67

385.00

74,728.35

2,000.00

10,000.00

8,000.00

530.00

11,000.00

3,865.85 $
301,454.00
934.05

“ CD"
$

Investment
of Mr.
Blanding
at cost

$908,853.99 $575,937.76 $393,367.25 $39,530.00 $

126,343.16

“ C D ” ..............................................................................................................................
Bondholdings by —
A Company .............................................................................
102,500.00
“ C D ” ..........................................................................................
Mr. Blanding ..............................................................................
Inventories, at cost........................................................................
168,475.75 113,767.81
Reserve for intercompany profit inventories .............................
Unamortized bond discount.........................................................
5,250.00

34.10

A Company B Company
$ 2,115.43 $ 12,944.18 $

A C om pany. ..................................................................................................................
B Company ............................................................................

Mr. Blanding—

"C D ” ..........................................................................................

Assets
Cash on hand and in banks .........................................................
Receivables—customers (net) ......................................................
Intercompany current accounts ...................................................
Stockholdings by —
A Company ................................................................................

Balance-sheets

3 1 , 1928

A Company and R elated E nterprises

Consolidated work sheet—December

32,760.00
6,240.00
10,000.00

$

18,925.46
340,420.78

Consolidated
balance-sheet

(N)

(B)
(G)

$520,312.38

4,895.11
2,625.00
341.25

2,500.00

$1,397,376.62

2,283.75
570,669.83

100,000.00
2,000.00
11,000.00
356,971.91
4,895.11

10,000.00 (M)10,000.00
(H)
6,800.00
(J)
1,200.00
10,000.00 (M)10,000.00

(H)
(J)
(H)

(A) 432,951.02

(G)

$

Adjustments and
eliminations
Dr.
Cr.
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Net loss, 1925-1927 "C D ” ............................................
Net profits, 1928—A Company .....................................

52,732.84

141,674.49

47,865.90

Undistributed profits, 1921—1927—A C om pany ........
Undistributed profits, 1921-1927— B C om pany ........

120,000.00

50,000.00

1,452.87
200,000.00

84,374.67

325,901.20

290,000.00

10,000.00

40,968.15

37,657.77

10,000.00

530.00
390,000.00

39,530.00

Investment
of Mr.
Blanding
at cost

A Company B Company
"C D ”
$
$
$
$
50,000.00
10,000.00 35,000.00
2,444.25
42,127.72
3,309.14

Balance-sheets

Mr. Blanding ’s net w orth ...............................................
Sinking-fund reserve ........................................................
Surplus arising through consolidation..........................
Earned surplus, 12-31-20—A Company ......................
Earned surplus, 12-31-20 — B Company ......................

Capital stock—A Company (additional).....................
Capital stock— B Company ...........................................

"C D ” ............................................................................

Brought forward .............................................................
Bank loans—First National Bank ................................
Accounts payable, including accruals ...........................
Due proprietor—H. Blanding ........................................
Intercompany current accounts .....................................
First mortgage bonds ......................................................
Original investment by Mr. Blanding—
A Company ..................................................................

Liabilities

A Company and R elated E nterprises

Consolidated work sheet— December 31, 1928

(N)
(K)

(B)

(C)
(G)
(K)
(E)
(H)
(J)
(K)
(E)
(H)
(L)

(M)
(M)
(K)
(D)
(H)

(A)
(A)

$

4,895.11
341.25
42,504.97

120,000.00
5,547.50
97,770.36
41,043.64
75,891.03
7,440.00
15,094.77
40,501.84
6,136.65
21,018.32

10,000.00
10,000.00
90,000.00
16,500.00
33,500.00

530.00
432,421.02

$

(G)

(G)
(C)

(C)

350.00

2,450.00
70,000.00

40,000.00

(H) 50,465.23

520,312.38 $

94,283.16

55,076.03
37,657.77

35,221.13

44,917.73
228,130.84

39,530.00

200,000.00

200,000.00

95,000.00
47,881.11

Adjustments and eliminations Consolidated
Dr.
Cr.
balance-sheet
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Total liabilities and net w orth ...............................

Minority interest— B Company—stock .......................
Surplus 1-1-28 .............................................................
Net profit, 1928............................................................

Net profit, 1928............................................................

Net loss, 1928— C D .......................................................
Minority interest—A Company—stock .......................
Surplus from consolidation.........................................
Surplus, 1-1-28 ............................................................

Net profits, 1928— B Company .....................................
7,814.12

$908,853.99 $575,937.76 $393,367.25 $39,530.00

15,249.66

(G)

(F)
(L)

10,000.00

$1,085,785.30

46,443.92
16,500.00
81,545.48
8,332.39

133,883.45

13,124.95

90,000.00

12,978.32
7,814.12

$1,085,785.30 $1,397,376.62

(K)
90,000.00
2,377.50 (H)
15,502.45
(K) 112,865.13
(L)
21,018.32
(K) 42,504.97
(L)
3,938.95
(D)
16,500.00
(E)
81,545.48
(F)
8,332.39

8 ,332.39 (C)
3,938.95
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Mr. Blanding at cost, and headings for adjustments and eliminations, con
solidated balance-sheet, and explanations. A copy of these working papers
was used in the preparation of the attached solution. The only additional
account entered in the solution was the account for reserve for intercompany
profit in inventories.
The explanations of the adjustments and eliminations are set up in journal
entry form in more detail than it is believed the examiners would require of the
candidate.
(A)
Due proprietor—H. Blanding................................... $
530.00
Intercompany current accounts...............................
432,421.02
Intercompany current accounts.......................
$432,951.02
To eliminate intercompany current accounts.
During the year 1928, A Company sold merchandise to CD at a price
120% of cost. Merchandise so valued and amounting to $41,958.12 was
included in the inventory of CD at December 31, 1928. The amount of the
intercompany profit in the inventory of CD is therefore $41,958.12—the
cost to A Company ($41,958.12÷120%), or $6,993.02.
The minority interest in the selling company, (A Company), is entitled to its
share of this profit which has been realized inasmuch as the sale was made to a
company in which it held no interest. The remainder, 70%, should be set
aside as unrealized, as Mr. Blanding and his wife did not realize a profit on the
sale of the goods still in the inventory of CD, a company entirely owned by
Mr. Blanding.
(B)
Net profits, 1928—A Company................................ $ 4,895.11
Reserve for intercompany profit in inventories..
$ 4,895.11
To set aside a reserve for the unrealized profit
in the inventory of CD.
Sales price.............................................. $41,958.12
Cost to A Company $41,958.12÷120 34,965.10
Profit...................................................... $ 6,993.02
Less—minority interest 30%.............
2,097.91
Unrealized profit.................

$ 4,895.11

(C)
Sinking-fund reserve................................
$120,000.00
Earned surplus, 12-31-20—B Company............
Undistributed profits, 1921-1927—B Company.
Net profits, 1928—B Company............................
To reverse the annual charges for sinking-fund
reserve of $10,000.00 per annum.

$40,000.00
70,000.00
10,000.00

(D)
Capital stock—B Company...................................... $ 16,500.00
Minority interest—B Company—stock..............
To set up the minority interest in the capital
stock of B Company (see schedule, page 458).

$16,500.00
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(E)
Earned surplus, December 31, 1920........................ $ 41,043.64
Undistributed profits, 1921-1927.............................
40,501.84
Minority interest—B Company—surplus Jan. 1,
1928...................................................................
To set up the minority interest in the surplus of
B Company at Jan. 1, 1928 (see schedule).
Net profits 1928—B Company.................................
8,332.39
Minority interest—B Company—net profit—
1928....................................... ............................
To set aside the minority interest in the net
profit of B Company for the year 1928 (see
schedule, page 458).

$81,545.48

8,332.39

A Company purchased one half of the issue of the bonds of B Company on
December 30, 1920, for $102,500, the amount at which the bonds are carried
in the balance-sheet of A Company at December 31, 1928.
As the bonds were carried on the books of B Company at December 31, 1920,
at par less unamortized bond discount, it seems necessary to make an adjust
ment against the surplus arising through the consolidation for the excess of the
cost of the bonds to A Company over the carrying value of the bonds. This
excess is determined as follows:
Cost to A Company...................................................
$102,500.00
Carrying value—
Par............................................................................. $100,000.00
Less: unamortized bond discount—
December 31, 1920, to July 1, 1936 (15 years
at $350 per year).........................................
5,425.00
94,575.00

$

Excess...........................................................................

7,925.00

The reduction of surplus arising through consolidation should be distributed—
Majority interest............ ..............................
70% $ 5,547.50
Minority interest...................................................................
30%
2,377.50
Total...............................................................................
(G)
Surplus arising through consolidation..................... $
Minority interest—A Company
Surplus from consolidation....................................
Bondholdings—A Company..............................
Unamortized bond discount..................................
Undistributed profits, 1921-1927—A Company
Net profits, 1928—A Company........................
To adjust the unamortized bond-discount account.
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100% $

7,925.00

5,547.50

2,377.50
$

2,500.00
2,625.00
2,450.00
350.00

40,000.00
$124,374.67

Total December 31, 1920...........................................................................
70,000.00
$122,732.84
$ 15,249.66

10,000.00
$ 25,249.66

$272,357.17
50,000.00
$322,357.17

Undistributed profits, 1921-1927 ......................................................................
Proportion of sinking-fund reserve ...................................................................

T otal ..............................................................................................................

Net profits— 1928................................................................................................
Proportion of sinking-fund reserve ...................................................................

T otal .............................................................................................................

Grand total of surplus, sinking-fund reserve, and profits .............................
Capital stock ........................................................................................................

Total book value ..................................................................................................

$ 52,732.84

$ 84,374.67

100%

Amount

Dates of purchase ................................................................................................
Percent of holdings .............................................................................................
Earned surplus Dec. 31, 1920............................................................................
Proporton of sinking-fund reserve ...................................................................

Particulars

Schedule
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$167,625.72

$141,625.72
26,000.00

13,129.82

63,821.07

$ 64,674.83

$32,235.72

5,000.00

$27,235.72

2,524.97

12,273.28

$12,437.47

$16,117.87

$13,617.87
2,500.00

1,262.49

6,136.65

$6,218.73

A Company H. Blanding
"C D ”
Dec. 31, 1920 Dec. 31, 1920 Dec. 3 1 , 1927
52%
10%
5%

Statement Showing the D istribution of I nterests in B Company

8,332.38

40,501.84

$ 41,043.64

33%

Minority
interest

$215,979.31$106,377.86

$182,479.31 $ 89,877.86
33,500.00
16,500.00

16,917.28

82,231.00

$ 83,331.03

67%

Total
majority
interest
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The computation of the surplus arising through consolidation follows:
A Company H. Blanding
Book value of stock of B Company at
December 31, 1920:
Capital stock............................................
Proportion of sinking-fund reserve........
Surplus, December 31, 1920 ...................

$ 50,000.00
40,000.00
84,374.67

Total......................................................
Less: 24% cash dividend declared and
paid on January 2, 1921.........

$174,374.67

Book value at date of purchase.............

$162,374.67

12,000.00

Book value applicable to purchases of
stock by—
A Company—52%..................................
H. Blanding—10%..................................
Cost of investment in B Company
A Company—260 shares at $150 per
share..........................................
Less—24% cash dividend.......................

$ 39,000.00
6,240.00

H. Blanding—50 shares at $160 per
share..........................................
Less—24% cash dividend......................

$ 8,000.00
1,200.00

Book value of stock of B Company at
December 31, 1927:
Book value at December 31, 1920........
Net profit, 1921-1927..............................
Proportion of sinking-fund reserve,
1921-1927.........................................

CD

$84,434.83
$16,237.47

32,760.00

6,800.00

$162,374.67
152,732.84

70,000.00

Total......................................................
Less: dividends paid from profits since
December 31, 1920..........................

88,000.00

Book value at December 31, 1927.........

$297,107.51

$385,107.51

Book value applicable to purchase of stock
by CD (5%).........................................
Cost of investment—25 shares at $400 per
share.......................................................

$14,855.38
10,000.00

Surplus arising from consolidation............

$51,674.83 $ 9,437.47 $ 4,855.38

That portion of the surplus arising through consolidation of the accounts
of B Company applicable to the purchase by A Company, $51,674.83, should
be distributed between the majority and minority interests of A Company in
accordance with their respective holdings, 70% and 30%, or $36,172.38 and
$15,502.45, respectively. The surplus arising through consolidation applicable
to the Blanding interests is therefore:
Majority interest in A Company........... $36,172.38
H. Blanding.............................................
9,437.47
CD............................................................
4,855.38

Total.....................................................
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(H)
Capital stock—B Company........................................... $33,500.00
Earned surplus, 12-31-20—B Company...................... 75,891.03
Undistributed profits, 1921-1927—B Company..........
6,136.65
Stockholdings by—
A Company..............................................................
$32,760.00
CD............................................................................
10,000.00
Mr. Blanding...........................................................
6,800.00
Surplus arising through consolidation......................
50,465.23
Minority interest—A Company—surplus from
consolidation............................................................
15,502.45
To eliminate the book value of the investment of
the majority interests in B Company.
(J)
Earned surplus, 12-31-20—B Company.....................
7,440.00
Stockholdings by—
A Company..............................................................
6,240.00
Mr. Blanding...........................................................
1,200.00
To record the return of investment to A Company
and Mr. Blanding. A 24% cash dividend was
declared (out of surplus at December 31, 1920)
and paid January 2, 1921.
(K)
Capital stock—A Company (additional).....................
90,000.00
Earned surplus, 12-01-20—A Company...................... 97,770.36
Undistributed profits, 1921-1927—A Company..........
15,094.77
Net profits, 1928—A Company.....................................
42,504.97
Minority interest—A Company................................
Stock.......................................................................................
90,000.00
Surplus, 1-1-28........................................................
112,865.13
Net profit, 1928.....................................................
42,504.97
To set aside the minority interest of A Company
as follows:
Amount
30%
Capital stock............ $300,000.00 $ 90,000.00
Earned surplus,
12-31-20..............
325,901.20
97,770.36
Profits, 1921-1927 ..
15,094.77
50,315.90
Profits, 1928.............
141,683.24
42,504.97
$817,900.34 $245,370.10

The amount to be credited to the minority stockholders of A Company for
their proportion of the earned surplus of B Company is determined as follows:
Undistrib
uted profits, Net profits,
1921-1927
1928
Total
Profits..................................................... $152,732.84 $15,249.66 $167,982.50
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Sinking-fund reserve........................ ..

$70,000.00 $10,000.00

$80,000.00

Total........................................... .. $222,732.84 $25,249.66 $247,982.50
Less—dividends................................

88,000.00

88,000.00

Total........................................... .. $134,732.84 $25,249.66 $159,982.50
A Company’s portion (52%).......... .. $ 70,061.08 $13,129.82 $ 83,190.90

Minority interest—30% thereof.. . . .. $21,018.32 $ 3,938.95 $ 24,957.27

(L)
Undistributed profits, 1921-1927—B Company.......... $21,018.32
Net profits, 1928—B Company....................................
3,938.95
Minority interest—A Company—
Surplus January 1, 1928........................................
$21,018.32
Net profit, 1928........................................................
3,938.95
To credit minority stockholders of A Company
with their proportion of the earned surplus of B
Company.
(M)
Original investment by Mr. Blanding—
A Company.................................................................. $10,000.00
CD.................................................................................. 10,000.00
Stockholders by Mr. Blanding—
A Company..........................................................
$10,000.00
CD....................................
10,000.00
To eliminate intercompany accounts.
(N)
Net profits, 1928—B Company....................................
$341.25
Unamortized bond discount......................................
$341.25
To write down the unamortized bond discount on
the $13,000.00 par of bonds held by Mr. Blanding
and CD.
An adjustment is necessary to reflect the amount of unamortized bond dis
count applicable to the bonds of B Company held by outsiders. The balancesheet of the company shows such unamortized bond discount as $5,250
which is applicable to the total issue of $200,000. However, for consolidated
purposes, this amount should be reduced as follows:
Authorized issue of bonds...........................................
$200,000.00
Held by:
A Company.............................................................. $100,000.00
CD.............................................................................
2,000.00
H. Blanding.............................................................
11,000.00 113,000.00

In hands of outsiders..................................................
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The annual charge for amortization of the bond discount by B Company is
Par of bonds........................................ $200,000.00
Amount received.................................
186,000.00

Discount............................................... $ 14,000.00

Life of bonds.......................................
Annual charge.....................................

$

20 years
700.00

The bonds mature on July 1, 1936, or 7÷ years hence. Therefore, the
amount of the unamortized bond discount to be shown in the consolidated
balance-sheet is
87/200 x $700.00 x 7½ years, or $2,283.75

A Company and Related Enterprises

Consolidated balance-sheet—December 31, 1928
(Showing net equity of Mr. and Mrs. H. Blanding)

Assets
Current assets:
Cash on hand and in banks.................................
$ 18,925.46
Receivables—customers (net)..................................
340,420.78
Inventories, at cost................................................... $356,971.91
Less: reserve for intercompany profit....................
4,895.11 352,076.80

$711,423.04
2,283.75
570,669.83

Unamortized bond discount.........................................
Land, buildings, machinery, etc. (net).......................

$1,284,376.62
Liabilities and Net Worth
Current liabilities:
$ 95,000.00
Bank loans—First National Bank..............................................
47,881.11
Accounts payable, including accruals.............................................

First mortgage bonds (B Company)..................................................
Less: held by Mr. Blanding, A Company and CD.......................

$200,000.00
113,000.00

$142,881.11

87,000.00

Minority interest:
A Company B Company
Total
Capital stock—
Paid in cash........................................
$ 16,500.00 $ 16,500.00
Stock dividend................................... $ 90,000.00
90,000.00
Surplus from consolidation...................
13,124.95
13,124.95
Surplus January 1, 1928.......................
133,883.45
81,545.48 215,428.93
Net profit 1928...........................................
46,443.92
8,332.39 54,776.31

$283,452.32 $106,377.87 $389,830.19
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Students' Department
Net worth:
Original cash investment.................................................................. $ 39,530.00
Stock dividends— A Company.......................................................
200,000.00
Surplus arising through consolidation............................................
44,917.73
Surplus January 1, 1928................................................................... 280,770.23
Net profit—1928................................................................................
99,447.36

$664,665.32

$1,284,376.62

A sinking-fund reserve of $120,000 has been provided out of the profits
of B company in accordance with the trust deed. This reserve has been com
bined with the earned surplus and net profit—1928—and included therewith
in the above balance-sheet under minority interest and net worth.

463

Correspondence
EARNINGS PER SHARE
Editor, The Journal of Accountancy:
Sir: The interesting article on earnings per share in the April Journal
raises the question whether the earnings per share when shares increase should
be computed on the shares outstanding at the end of the period or on the aver
age outstanding during the period; approves the average method, and proceeds
to discuss means of arriving at an exact average.
The average would seem the correct divisor (except perhaps in those few
cases where the increase in shares is the cause of a bond retirement warranting
using as dividend the net income before deducting pertinent bond interest
and discount) but there are two practical difficulties in obtaining an exact
average: first, the necessary data are usually not available and, second, even
if they were available it is impossible to relate the earnings to the share proceeds
which produced them.
In many, if not most, cases there is available for the calculation:
As dividend—net income of the period.
As possible divisors—outstanding shares at beginning of period, at end of
period or the simple average of the two.
We have, for example:
Shares outstanding at beginning of period....................
Shares outstanding at end of period...............................
Net income of period......................................................

A Co.
200
400
$4,200

B Co.
200
400
$3,000

C Co.
200
400
$5,400

$15.00
7.50
10.00

$27.00
13.50
18.00

From these figures earnings per share can be calculated:
On outstanding at beginning.........................................
On outstanding at end....................................................
On simple average outstanding.....................................

$21.00
10.50
14.00

Now suppose the undisclosed facts are:

Quarters
1st....................
2nd...................
3rd....................
4th....................

Weighted aver
age and total
earnings........

Average per
share............

A Co.
Shares
outstanding
during
quarter
Earnings
200
$ 600
400
1,200
400
1,200
400
1,200

350

$4,200

B Co.
Shares
outstanding
during
Earnings
quarter
$ 600
200
600
200
600
200
1,200
400

250

$3,000

$12.00

$12.00

C Co.
Shares
outstanding
during
quarter
Earnings
200
$ 300
200
300
400
2,400
400
2,400

300

$5,400

$18.00

In these cases we would show for A company earnings of $14 as against the
true figure of $12; $10 for B company as against $12 and $18 for C company,
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whereas the latter may have, by a fortuitous investment of additional capital,
raised its present and prospective earning power to $24 per share. And not
only would the figure for each company be misleading but also the comparison
between companies.
With the above in mind consider the record of the five companies named
in the article as shown by Poor’s Manual:

United Fruit:
1927...............................
1928...............................
1929...............................
Bethlehem:
1927...............................
1928...............................
1929...............................
1929 average................
Paramount:
1927...............................
1928...............................
1929..............................
1929 average................
Du Pont:
1927...............................
1928...............................
1929............................... ...
1929 average................ ...
Montgomery Ward:
1927...............................
1928...............................
1929...............................

Shares
outstanding

Net income
for
1928 and 1929

Earnings
per share

2,500,000
2,500,000
2,625,000

$20,606,393
17,802,992

$ 8.24
6.78

11,743,422

6.52

35,242,980

15.50

8,713,063

4.22

15,500,000

6.34

58,733,238

20.89

72,300,627

7.09

16,276,016
12,007,117

4.77
2.60

1,800,000
1,800,000
3,159,000
2,273,333
687,259
2,062,857
2,700,000
2,444,795
2,661,658
2,811,050
10,339,242
10,196,777
1,141,251
3,410,983
4,620,768

Summarizing these ten calculations the divisors used for earnings per share
are:
For 1928 For 1929
No change in shares outstanding.........................................
2
Change in outstanding ignored and outstanding at end of
year used..........................................................................
3
2
Average outstanding used......................................................
3
Also, how does a stock dividend affect the calculation? The increase in
United Fruit shares is reported due to a stock dividend of 125,000 shares paid
April 1, 1929. Is the true 1929 earning per share the above $6.78 (calculated
on shares outstanding December 31, 1929) or the $6.86 calculated on the
weighted average of shares outstanding in 1929. And to compare the two
years should we divide by 2,625,000 in 1928 and get $7.85 or divide by 2,500,000
in 1929 and get $7.12?
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Then again, how do the dividends per share compare with earnings per
share? Assume A and B company dividends to be:
A Co.

Quarters
1st....................
2nd..................
3rd...................
4th...................

Total...........

.
.
.
.

Shares Paid
paid
per
on
share
200
$ 2.00
400
3.00
400
3.00
400
3.50

$11.50

B Co.

Total
dividend
$ 400
1,200
1,200
1,400

Shares
Paid
paid
per
on
share
200
$ 3.33
200
3.33
200
3.34
400
2.50

$4,200

$12.50

Total
dividend
$ 666
666
668
1,000
$3,000

In both instances the entire earnings were paid in dividends but A company
shows it paid 50 cents less, and B company 50 cents more, per share than was
actually earned.
Quarterly reports do not solve the problem, although, of course, the variations
would be within narrower limits.
As to the consideration received for the additional shares working to the
benefit of the corporation from the time of issue it would seem that it must,
for practical purposes, be assumed that it does.
It is a difficult problem, the nearest practical solution of which would be for
corporations to report the average shares outstanding as well as those at the
beginning and end of the period reported upon. Even that, of course, would
not give the scientifically exact results discussed in the article in question. But
is such exactness necessary; is not the per share earnings regarded more as an
index than an exact statement of fact?
Yours truly,
Louis G. Peloubet.
New York, May 1, 1930.
STOCK DIVIDENDS AS INCOME

Editor, The Journal of Accountancy:
Sir: I have no doubt that the invtatiion to readers, in your editorial in the
April number of The Journal of Accountancy, to give their views on the
treatment of stock dividends has resulted in a deluge of replies, so I hasten to
get mine in before I learn that the polls are closed. I have always found the
subject a very interesting one, and my opinion is pretty definitely established,
but I am still open to argument.
I believe that stock dividends, periodic or otherwise, large or small, should
never be treated as income in any amount, should not be taken up on the books
except by a memorandum entry, and should not affect total values in any way.
I also believe that it is theoretically unsound to treat cash dividends as income,
without reservations, but that is another story.
The great trouble with a discussion of this sort is the difficulty of getting
away from income taxes. We are so steeped in the question of taxes and tax
able income that it is very difficult to get back to what is income in theory.
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It must also be borne in mind that values are only momentary and, by the time
you have figured up your income, it has, very likely, become something else.
Consider your example of the man who purchased the land for $1,000. Good
accounting would not sanction the payment of a dividend out of the appreciation
of $9,000, but good accounting could not object to the setting up of the profit on
the books. With a firm offer, it would certainly be correct to say that at that
particular moment, the property showed a profit of $9,000. There was, of
course, no taxable profit. Mr. Freeman makes the example a little clearer by
working his property and putting back real value, but the theory is the same.
I find it impossible to disagree with the findings of the supreme court on the
question, and I fail to see any reason for differentiating between one kind of a
stock dividend and another. In no case does the stockholder receive or the cor
poration part with anything.
I am sorry to have to differ with Mr. Stagg, but it seems to be necessary. I
quote him as follows:

“ It is surely optional to the recipient of such (stock) dividend, whether
he sells it and thereby converts it into a cash income without reducing
the book value of his original investment in the company, or whether
he increases his investment in the company as compared with a year ago by
holding it. The latter course would be identical with an investor in a
company distributing cash dividends who, not requiring the cash, invested
his dividends in additional stock in the same company.”
I grant the stockholder the option of doing anything he likes with his
dividend, but I can not be sure of the results. If he sells it, he necessarily gets
cash but not necessarily income, and he will certainly not increase his invest
ment in the company by placing another certificate, for which he paid nothing,
in a safe-deposit box. Neither can I see that holding a stock dividend is in any
way comparable to investing a cash dividend in more stock of the same com
pany. In the first place, the stockholder merely maintains his relative position
while in the second, if he lives long enough, he will have acquired the entire
stock of the company.
Mr. Stagg also says:

“ It is respectfully submitted that there is not the clear-cut distinction
that there should be between a stock dividend made as part of the regular
distribution out of the current earnings . . . and substantial stock dis
tributions amounting to as high as 100% or even more. ...”

and the reason for this is that there is no difference. To prove this it is only
necessary to use the ancient device of requiring the designation of a dividing
point where one ends and the other begins. The stock dividend is a stock
dividend, large or small, periodic or otherwise. That this may make trouble
for the life tenant and remainderman is too bad, but it does not affect the theory
in the slightest.
Mr. Freeman, in answering your February editorial, asks:
“ If a stock dividend is not income when it is received, how can it be
changed into income by converting it into cash?”
My answer is that it can not.

He continues:
“ If it is not income when it is received, what else can it be but capital? ”

And my answer is that it is merely a scrap of paper.
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“Happily that theory (dilution of original cost upon receipt of a stock
dividend) as applied to periodic stock dividends, has been rather definitely
discarded.”

This statement I find rather disconcerting, as it is the first I had heard of it.
He infers that the courts have ruled that certain stock dividends are income.
This also is news to me.
In conclusion, my opinion is that a stock dividend, large or small, periodic
or occasional, split-up or capitalization of surplus, should never be called
income, and that the only theoretically correct way to handle cash dividends is
to follow the accepted procedure for parent and subsidiary—namely to charge
the investment account with the earnings at the end of each year and credit all
cash distributions to the same account. I admit the impracticability of this
method, but submit that it is behind the petticoats of expediency that we, with
the calm assurance of perfect propriety, include among items of income de
termined entirely on an accrual basis, a cash distribution from a corporation
which may even be currently operating at a loss.
Yours truly,

J. Brooks Keyes.
Boston, Mass., April 28, 1930.

FRAUD AND AUDITS

Editor, The Journal of Accountancy:
Sir: Your report of the liability of the auditors in verifying existence of
securities as published in the May Journal of Accountancy made interesting
reading for me.
I presume all practising accountants are continually confronted with the
question of just how far certain examinations and verifications should extend in
order to leave no stone under which might be hidden the bugaboo of concealed
fraud.
I had an experience not long ago in turning up a theft which was being
perpetrated in a way I had never encountered before. I had dreamed of such a
thing, but had never even heard that it had actually been found in the experi
ence of public accountants. Possibly it may be new to some members of the
profession.
The books of a firm were being audited. The manager of the concern was at
the same time bookkeeper, cashier and almost everything else. He was not,
however, a heavy stockholder, but was working on a salary. The audit was
to be a brief one, chiefly for the purpose of making up the income-tax return of
the firm. The purchases were made on 30 and 60 days time, and there were
about 25 or 30 firms from which the company bought its goods in quantities
ranging from $400 to $1,500 per invoice. The examination, as I stated, was
not to be a detailed audit, but the auditor proceeded to check some of the
purchases from the invoices into the purchase record in order to satisfy himself
that the purchases were accounted for in the proper manner. More from force
of habit than anything else, as he checked each invoice to the purchase record,
he glanced over the additions on the invoices. Before long he found one over
added $100. The original typewritten footing on the invoice had been very
neatly erased and raised $100. He laid it aside to call to the attention of the
manager when he came in, but before the manager came in, the auditor had
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found two more invoices treated in the same manner, each with the footing
raised $100. Examination of the cheque record and the canceled cheques
showed that in each case the raised amount had been paid. Instead of calling
the manager’s attention, the auditor communicated with the makers of the
invoices and asked for copies of the original invoices, together with credit
memos for the overpayment. In each case, letters came back promptly in
forming the auditor that such overpayments had been called to the attention of
the purchaser at the time payment was received, and that in each case the
purchaser had written asking them to send him a refund check instead of a
credit memo, because of certain peculiar ways in which he handled his records.
The rest was easy. Every invoice purchased for a considerable length of
time back was carefully examined, and over a period of 15 months, twenty-one
firms had refunded a total of $1,450. No firm had been worked more than
once. The manager had received the refund check, put it in the cash drawer
without making any record of it, and extracted a like amount of cash. Not
all the changes had been made in footings of the invoices. Some of the changes
had been made in extensions, and in two cases, the prices had been changed,
but in each case the change necessitated a change in the footing. Some of the
erasures were so neatly made as to be almost invisible except under a magni
fying glass.
Suppose the auditor had been commissioned to make a detailed audit for the
purpose of putting out a statement to obtain further credit, and had failed to
catch these shortages, or had been employed by the stockholders to satisfy
them that everything was O. K. Would he have been considered negligent in
his duties, if later it had been found that he had not unearthed the fraud?
The volume of business was such that these differences in the purchases did not
noticeably affect the gross profit.
Yours truly,
O. M. Williams.
Colorado Springs, May 8, 1930.
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EFFICIENCY AND SCARCITY PROFITS, by Clarence J. Foreman,
University of Chicago Press. 343 pages.
“The times are out of joint.” The entrepreneur (hateful word) is able to
exploit his fellow men “even more extensively than the robber barons of that
(medieval) period.” “With every turn of the industrial wheel the public must
suffer.” “We have fallen into an unholy worship of sordid things. On every
hand we observe the corrupting use of gold.”
With a mental attitude indicated by these extracts the author of Efficiency
and Scarcity Profits gives what he calls an analysis of the “residual surplus,”
meaning profits after interest on invested capital. It is not an analysis of any
specific profits but rather an exposition of the author’s idea of the several
sources of profit, classified as he considers them to be legitimate or predatory.
The division of profit into earned or fully legitimate profit, and unearned or
less legitimate profit, is a favorite exercise of our theoretical economists. Pro
fessor Foreman separates profits, after allowing for interest on capital, into
these major divisions: wages of management and profits of efficiency, both of
which he considers earned profits, and unearned profits. Each division is
further subdivided.
His inclusion in earned profit of profit due to superior efficiency is said to be
new to both economists and jurists. Certainly he is right in considering profits
arising from superior efficiency as legitimate earned profits, and if jurists and
other economists deny it the verdict of Mr. Bumble on the law must be extended
to economics also.
As to what he considers unearned profits the author says it is high time that
we should “turn the flame of just criticism upon this residual surplus that bears
so plainly the earmarks of predatory efforts.”
Just criticism is always in order; but there are given no clear directions where
by an humble accountant may determine in any specific case how much of any
given profit is earned and how much is unearned. True, the author says that
his treatise presents a method of separating the various increments of the
residual surplus: I could not find it.
The remedy that is advocated for the evils he sees is, briefly, more law; more
restriction of contract; reduction of contractual rights; more public ownership;
the enlargement of the province of the state in such manner as to secure a
different distribution of profit.
As pure theory it is needless to criticize the views put forth; indeed, if the
facts be as bad as the author says they are one could hardly criticize his ideas
unless it were to condemn them for being too moderate. Given the mental
background that he shows, his remedies seem to be dictated by fair and kindly
thought.
If we admit, for the moment, all his statements and arguments, how are they
to be made effective? If efficiency be a proper basis for earned profit the
determination must be made in each individual case. Who will do it? The
accountant? He is troubled quite sufficiently to determine with reasonable
correctness the total amount of profit. The lawyer? The legislator? The
cloistered economist?
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Consider the spectacle of a committee consisting of a senator or two and an
enthusiastic professor of economics, charged with the duty of determining how
much of the 1928-29 profits of each entrepreneur in the automobile-building
business were management wages, how much efficiency profit, and how much
predatory gains; with the further duty of pointing out where they were going to
get their management wages for 1930 and of explaining why their efficiency
profit had disappeared in 1930 although their efficiency had not abated.
“Scarcity profits," being profits due to the scarcity of goods sold, are also
reprehended. There is no profit in producing anything of which there is an
unlimited supply; some degree of scarcity must exist before anything can be
sold at all, and the degree of scarcity that may exist before an undue profit can
be realized is a matter of opinion.
The author thinks that additional laws, restricting liberty of contract, might
prevent profiteering; like other economists he does not believe that restriction
of profit need be accompanied by any guaranty of a minimum profit. We
forbid a gas company to charge more than, say $1.00 per thousand; at the same
time we guarantee to such a company that within its district no other company
shall enter and take its trade; we authorize a price that is not confiscatory and
make the customers pay it. Professor Foreman advocates restriction, without
any compensating factor. Indeed, we could fix a price for automobiles, but
could we make the customers pay it, no matter how low or how high we fixed it?
The book is strongly legalistic: in 320 pages of text are more than 500
references to legal decisions, as if legal decisions affected the equities of the case.
There is little within the sphere of the practical accountant, but much that
may interest the follower of pure theory in economics.
A glossary is needed; such terms as “negative utility gains,” “disabilities,”
“external risk profits” are not known to the average man. Perhaps the book
is not intended for any but economists.
F. W. Thornton.
PATENT ACCOUNTINGS, by Bert Louis Klooster. Prentice-Hall, Inc.,
New York. 795 pages.
With the author’s remark as a premise, that “The courts have been very
patient in seeking the truth from an apparently hopeless mass of accounting
data, and have evolved certain principles and rules which, if followed, should
work out ‘substantial justice’ between the parties to an infringement suit,” the
book, Patent Accountings, has a two-fold object: (1) to state these principles and
rules in words that any accountant, or layman for that matter, can readily
understand, and (2) to point out methods by which time and expense may be
saved by a larger use of the independent and impartial accountant’s services
in ascertaining profits and damages. As a certified public accountant and
member of the bar Mr. Klooster is happily qualified in his dual capacity to deal
with this complicated subject.
Under patent laws and court decisions three broad principles are stated by
the author: “The liability of an infringer of a patent is determined in one of
three ways: (1) by the profits which he has wrongfully gained; (2) by the dam
ages of the complainant which could be said to be the profits which the com
plainant has lost because of the infringement; and (3) by ascertaining what a
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reasonable royalty would have been for the manufacture and sale of the in
fringing devices and charging the infringer such a royalty for each device
manufactured and sold.”
With these principles as a basis, Mr. Klooster devotes the major part of his
book to detailed descriptions of the items to be considered in determining
profits or damages. Each item is supported by footnote references to court
decisions, and if some of the latter are conflicting or seem fallacious to the
accountant, he must perforce follow them under counsel’s advice.
What causes the great expense of patent litigation at present is the fact that
each side must employ its own accountants and all the details have to be
brought out piece-meal in protracted hearings before a court or master, practi
cally item by item. In chapter XVII is a quite formidable list of the items of
expense likely to be incurred by either or both parties to a suit, certainly by the
complainant. It is no wonder, as Mr. Klooster says, that “inventors and
owners of patents prefer to allow the continuance of infringements.” He
thereupon makes a powerful argument in favor of the court’s calling in a single,
independent accountant whose “report could be substituted for the entire pro
cedure before the master in chancery, and the cost of such a report would be
negligible in comparison with the present accounting expense.” Such a report
would deal only with facts, matters of applicable law being within the sole
province of court and counsel.
An appendix contains the sections of the U. S. Code applicable to patent
accountings and full reports of several leading cases as decided by federal courts;
and at the end is an illustrative patent-accountings problem with its solution,
for the benefit of accounting students. A good index furnishes quick reference,
which unfortunately can not be said of the cross-references in the body of the
text. The latter are by chapter titles only, and it is a nuisance to run down the
table of contents to find chapter number and page.
With so large a proportion of the nation’s business based on manufacture and
sale of patented articles this excellent manual should be welcomed by corpora
tion accountants as well as by public accountants. The latter should also find
it a convenient guide in setting up contingent reserves when suits may be
threatened or are pending.
W. H. Lawton.
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Accounting Questions
[The questions and answers which appear in this section of The Journal of
Accountancy have been received from the bureau of information conducted
by the American Institute of Accountants. The questions have been asked
and answered by practising accountants and are published here for general in
formation. The executive committee of the American Institute of Accountants,
in authorizing the publication of this matter, distinctly disclaims any re
sponsibility for the views expressed. The answers given by those who reply are
purely personal opinions. They are not in any sense an expression of the In
stitute nor of any committee of the Institute, but they are of value because
they indicate the opinions held by competent members of the profession. The
fact that many differences of opinion are expressed indicates the personal nature
of the answers. The questions and answers selected for publication are those
believed to be of general interest.—Editor.]

NO-PAR CAPITAL STOCK ON BALANCE-SHEET
Question: A holding company having stock of no par value is formed under
the laws of the state of Delaware, to acquire, and does acquire, all the outstand
ing capital stock of four corporations, in consideration of the issue of a certain
number of shares of its own stock. As of the date of consolidation the books
of the subsidiaries show a combined capital, as follows:
Capital stock.................................................................................
$ 600,000.00
Surplus............................................................................................
1,100,000.00
Total capital..............................................................................

$1,700,000.00

Of the total surplus shown above, $700,000 represents a capital surplus ob
tained by writing into the books of the subsidiaries various values for lease
holds totaling this amount.
In preparing the consolidated balance-sheet my set-up is as follows:
Capital stock:
------ shares of no par value.................................................. $
Surplus:
Earned.......................................................... $400,000.00
Capital (leaseholds).......................................
700,000.00

600,000.00
1,100,000.00

This set-up has been criticized, it being claimed that the set-up should show
the capital stock at a valuation of $1,700,000, the surplus items, of course, being
omitted.
Which is the correct set-up for the published balance-sheet, and how should
the opening entries be placed on the holding company’s books?

Answer: There is justification for the criticism regarding the second set-up
to the effect that “the set-up should show the capital stock at a valuation of
$1,700,000.” In the case in question, the parent company is an entirely new
legal entity and has acquired through purchase of stock ownership the net
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assets of the subsidiary companies at a given date in exchange for capital stock,
its own capital stock having a value equivalent to the purchase price of $1,700,000 for assets acquired. It is obvious that the earnings of the subsidiary com
panies prior to date of acquisition of their stock should not be considered as
earnings of the parent company.
Assuming, however, that under the Delaware law the directors adopted a
resolution distributing the credit of $1,700,000 in the proportion of $1,000,000
as the stated value of no-par-value stock and $700,000 as surplus, the opening
entries on the parent company’s books would be:
Investment in capital stocks of subsidiary
companies................................................... Dr.
$1,700,000
To no-par-value capital stock, at stated value as fixed by
resolution of board of directors dated.................
$1,000,000
Capital surplus, per resolution of board of directors dated---700,000
Answer: The holding company referred to is a new corporate entity and such
a new entity can not commence business with an earned surplus. Earned
surplus can arise only through actual earnings of a company subsequent to
the date of its organization. Earned surpluses of companies acquired when a
holding company is formed, become either capital or capital surplus. It is
true that the laws of the state of Delaware are very broad in permitting the
directors to determine what proportion of the total investment shall be con
sidered capital and what proportion surplus, but the proportion designated
as surplus should be termed “capital surplus” or “initial surplus” and not
“earned surplus.”
It is a little difficult to see why $600,000 should necessarily be set up as the
value of the capital stock of the new holding company unless this amount was
specifically authorized by the board of directors. The amount placed to the
credit of capital of the new holding company need not have any relation to the
stated capital of the four predecessor companies, although there is no objection
to the same figure if the board of directors so decides.
RESERVE FOR TAX ON UNREALIZED PROFITS

Question: A corporation doing a retail instalment business pays its federal
income tax on the basis of gross profit actually realized, in accordance with sec
tion 44 of the revenue act of 1928. The balance-sheet certificate is qualified
as follows:
“Subject to the contingent liability for such income tax as may be
payable when profit accrued on instalment accounts receivable outstand
ing at-------- is realized.”
Is this sufficient, or do you consider it necessary to set up an actual reserve
on the basis of the estimated tax which would be payable on the unrealized
profit at the present rate if the company did not take advantage of the instal
ment section of the revenue act?

Answer: If a corporation in the instalment business takes up all of the profit
on sales on its books but prepares its tax return on the instalment basis, then in
preparing a balance-sheet a reserve should be established for the estimated
amount of taxes on profits taken up in the accounts but not reported for tax
purposes.
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Donovan, William J.

475

The Journal of Accountancy
BANKS AND BANKING, TRUST COMPANIES
Costs
Thies, Henry A. Fixed Formulas to Determine Trust Cost and Fees.
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ticing accountant, or accountants in New Jersey or Pennsylvania,
who contemplate retiring from public practice, or engage in
partnership. Box No. 75, care of The Journal of Accountancy.

Live and growing firm of Christian public accountants in New
York City will negotiate for the acquisition of public accounting
practice. Box No. 73, care of The Journal of Accountancy.

When writing to advertisers kindly mention The Journal of Accountancy

The Accountants’ Index and Supplements
The Key to Accounting Literature
Supplements
First
Supplement
containing
references
from 1920 to
1923
6" x 9"—599
pages

All references
to and includ
ing 1920.
Size 6" x 9"

Second
Supplement
containing
references
from 1923 to
1927
6" x 9"—789
pages

Pages 1578
Published
1920

These volumes, prepared by the Librarian of the American Institute of Accountants,
clearly and simply point to the sources from which information on any accounting
or related subject may be obtained.
The original edition and the two Supplements — a total of about 3000 pages — may
be obtained at $25.00 for the three volumes. Price of the second supplement alone
is $10.00. The price of the original edition with the first supplement is $15.00 for the
two books.

INTRODUCTION TO
ACTUARIAL
SCIENCE

DUTIES OF THE
JUNIOR
ACCOUNTANT

By H. A Finney

F. W. Thornton

This book adequately answers the demand
for a clear elementary text on Actuarial
Science. It deals clearly and concisely
with such subjects as interest, rate, fre
quency, time, single investments, an
nuities, leasehold premiums, bonds, and
depreciation; and gives the solution to a
number of actuarial problems which have
appeared on the examination papers of
the American Institute of Accountants.
This book has proved immensely profita
ble to accountants and students of ac
countancy, and it has also been serviceable
to many business men.
Price, $1.50

The object of this book, which is now in
its 6th printing, is to set forth just what
work is expected of the beginner and of
the more experienced junior accountant.
Twelve chapters briefly describe each step
expected of a junior accountant in con
ducting an audit from the very beginning
to the end, with valuable suggestions for
making reports of an audit to the senior
accountant in charge. This book is filled
with sane, practical advice and informa
tion which will give the young accountant
a clearer view of his work and help him to
gain a better grasp on his job.
Price, $1.25

By W. B. Reynolds and

Published under the auspices of The American Institute of Accountants

THE CENTURY CO.
353 Fourth Ave.
NEW YORK

2126 Prairie Ave.
CHICAGO

RUMFORD PRESS
CONCORD. N.H.

The Supreme Court on
Depreciation
The United States Supreme Court is the final
authority on the law of the land. The Justices
have spoken authoritatively and fully on the
subject of depreciation in their decision and
opinions in the Baltimore Street Railway Case.

Should depreciation be based upon present
value or on original cost? The Court decides
the former and the dissenting Justices ably,
fully and comprehensively support the lat
ter opinion.

Accountants who from day to day must deal
with depreciation should do so with the
knowledge of what the Supreme Court has to
say on this subject. The complete text of the
decision and dissenting opinions with inser
ted topical headings is included in our
recent booklet No. 1053, copy of which may
be had upon request.
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